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GRACE HARLAN: THE FUNDAMENTALS OF FINANCIAL ACCOUNTING: A 
COMPILATION OF CASE STUDIES 
(Under the direction of Dr. Victoria Dickinson) 
 
Financial accounting encompasses many topics such as different accounting 
methods, ethical practices, financial reporting, and more. Dr. Victoria Dickinson assigned 
students twelve case studies, each covering a different category of financial reporting, 
including case studies about accounting methods, accounting standards, and financial 
statements. The cases are designed to help students understand real examples, think 
critically to solve problems, and develop strong research and collaboration skills. At the 
conclusion of this course, students had an improved technical knowledge of accounting 
and a better understanding of the importance of proper financial accounting methods. The 
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 As data analytics technologies continue to be accepted, businesses are striving to 
become more efficient, informed, and digitally focused. Organizations everywhere and 
across all industries and departments are empowering their people with data. This case 
study analyzes how Tableau, a popular data analytics and presentation tool, has become a 
vital part of business. With Tableau, companies are identifying opportunities for action or 
improvement in their business that they have never seen before. Specifically, Tableau can 
assist accounting firms with auditing and tax planning. Tableau is a powerful, user 
friendly tool that is changing the way companies present and analyze data.  
Purpose and Use 
 Tableau enables diverse types of users to see and understand data, as well as make 
better business decisions. Essentially, Tableau will take large amounts of data from 
multiple sources and then present it to users in such a way that is naturally visually 
pleasing. In fact, Tableau can handle millions of lines of data inputs at a time. The tool 
enables a firm to make powerful data visualizations using any type of data, whether it be 
client data or firm operational data. Furthermore, Tableau allows a seamless sharing and 
collaborating of decision points. 
 This tool uses VizQL, which is the technology that allows Tableau to create 
useful analytics. Furthermore, Tableau provides users the ability to create these visually 
understandable graphs interactively and easily. Tableau is cloud-based, which provides a 
delivery option across different platforms. Even people who do not have the skill set of a 
professional analyst can use the technology as well as understand the presentations of the 
data. Businesses can make better decisions as they can include multiple levels of 
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employees, regardless of their analytics skills, in the process and view data sets from 
multiple perspectives and scenarios. A firm’s management and partners may rely on 
Tableau reports that demonstrate client profitability and realization, staff utilization, and 
billing and collection data.  Also, Tableau can assist companies with presenting 
information to clients. 
Auditing Scenarios 
 Data Analytics has played an increasingly important role in the auditing process. 
Tableau, for example, can make the testing process easier, help firms understand their 
clients better, and help auditors be more efficient. In the Audit side of the business, using 
a tool such as Tableau will provide audit teams the opportunity to use the Data Analytic 
and Visualization tools in executing the completion of an audit in the following areas: 
a. Investment analysis and pricing valuation testing by using comparable public 
pricing information for investments and comparing those amounts to the amounts 
recorded by the client in the financial statements.  
b. Revenue testing to determine if a company has properly recognized revenue, 
especially for companies that use the percentage of completion method for some, 
or all, of their revenue streams. For example, this would allow the evaluation of 
data for relationships between hours incurred and the estimates of project 
completion to measure and identify recording anomalies.  
c. Payroll testing to validate amounts calculated for payroll taxes as well as 
comparing the payroll records to the Human Resource database to ensure that the 




Tax Planning Scenarios 
 In a firm’s Tax Practice, Tableau may be used to enable the staff to filter through 
large amounts of data in the following ways: 
a. The Tax staff may analyze different tax scenarios when a company is 
considering expanding into new states or countries. Specifically, Tableau can pull 
data from the specific tax codes for the areas being considered and display the tax  
effects for potential tax jurisdictions if the company decides to expand to that 
location or take a new tax position.  
b. In the preparation of the annual tax filings, the staff may use a data analytic tool 
such as Tableau to predict and estimate individual tax items for proper recording 
on a tax basis, which may be different than the financial reporting basis in the 
financial statements. This will also aid in the book and tax reconciliation that is 
presented in the company’s footnotes to the financial statements. 
c. Use of historical annual income tax return data to spot unusual trends in the 
current tax return that require explanation or needs to be supported. 
Concluding Opinion 
 The team should invest in the acquisition of Tableau Software for business 
intelligence and analytics. Tableau has many uses, but is also easy to use for people of all 
data analytics skill levels. Especially for an accounting firm, Tableau can be useful for 
both internal and external matters.  
 First, Tableau can assist internally with managing the firm. As previously 
mentioned, the managing partner may rely on Tableau to analyze profitability for 
different projects and clients, productivity of employees, and billing and collection data. 
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Every level of employee can be trained to use Tableau as well as understand the reports it 
provides. By creating a more productive, informed, and efficient accounting firm, the 
firm will be able to better serve their clients.  
 Additionally, Tableau is a valuable tool for external work with clients, such as 
auditing, tax planning, and advisory services. Tableau will create visually pleasing 
reports that clients can easily understand. This tool may help the firm’s employees be 
more confident in their services, which will improve overall client relations.  
 Overall, Tableau is a great investment for an accounting firm. Tableau is a user-
friendly software, so employees will not need much training. The software will help users 
see significant trends and patterns in data that they would have otherwise struggled to see 
in large reports and spreadsheets of data. Furthermore, Tableau saves time by 
automatically updating the daily and weekly reports and allowing users to work 
collaboratively through the cloud-based software. Data analytics is a rapidly growing part 
of business; companies that use an analytics tool will be more knowledgeable, competent, 
and effective when serving their clients. Tableau, specifically, would be an incredible 
investment for the firm.  
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 Financial statements are an essential part of the relationship between companies 
and the external users of the financial statements. This case analyzes Rocky Mountain 
Chocolate Factory's financial statements and helps students better understand the 
relationship between the different steps and resulting figures during the accounting 
process.  
From evaluating Rocky Mountain Chocolate Factory's transactions and financial 
statements, I gained a better understanding of how interconnected all figures are in the 
accounting process. Additionally, I learned valuable Excel skills that I had not previously 
developed. Working through this case helped me better understand the job 
responsibilities of an auditor.  
Part A 
 Because Rocky Mountain Chocolate Factory is a manufacturer and retail operator, 
I would expect that the balance sheet contains large amounts of Inventory, Equipment, 
Accounts Receivable, and Cash. Additionally, because the brand name is so well known 
and valuable, there will likely be a large amount of goodwill. The major assets would be 
the previously mentioned accounts. Major liabilities for Rocky Mountain Chocolate 
Factory would likely include a large amount of Accounts Payable, Salaries and Wages 
Payable, and Dividends Payable.  
Part B 
 First, I would expect there to be an adjusting entry for accrued salaries and wages. 
I would also expect there to be an adjusting entry for depreciation for the newly 
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purchased property and equipment. Lastly, there may be an adjusting entry for the 




Table 2-1. Rock Mountain Journal Entries 
Beginning Balance 1. Purchase Inventory
Cash and cash equivalents 1,253,947.00$        
Accounts Receivable 4,229,733.00$        
Notes receivable, current -$                       
Inventories 4,064,611.00$        7,500,000.00$          
Deferred income taxes 369,197.00$           
Other 224,378.00$           
Property and Equipment, Net 5,253,598.00$        
Notes receivable, less current portion 124,452.00$           
Goodwill, net 1,046,944.00$        
Intangible assets, net 183,135.00$           
Other 91,057.00$             
Accounts Payable 1,074,643.00$        7,500,000.00$          
Accrued Salaries and wages 423,789.00$           
Other accrued expenses 531,941.00$           
Dividend payable 598,986.00$           
Deferred income 142,000.00$           
Deferred Income Taxes 827,700.00$           
Common Stock 179,696.00$           
Additional paid-in-capital 7,311,280.00$        
Retained Earnings 5,751,017.00$        
Sales -$                       
Franchise and royalty fees -$                       
Cost of sales -$                       
Franchise costs -$                       
Sales and Marketing -$                       
General and Administrative -$                       
Retail Operating -$                       
Depreciation and Amortization -$                       
Interest Income -$                       
Income Tax Expense -$                       











Table 2-2. Rocky Mountain Journal Part 2 
2. Incur Factory Wages
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories 6,000,000.00$             
Deferred income taxes
Other
Property and Equipment, Net


































Table 2-3. Rocky Mountain Journal Part 3 
3. Sell inventory for cash and on account
Cash and cash equivalents 17,000,000.00$                                       
Accounts Receivable 5,000,000.00$                                         
Notes receivable, current
Inventories (14,000,000.00)$                                      
Deferred income taxes
Other
Property and Equipment, Net













Sales 22,000,000.00$                                       
Franchise and royalty fees



















Table 2-4. Rocky Mountain Journal Part 4 
4.Pay for inventory 5. Collect Receivables
Cash and cash equivalents (8,200,000.00)$     4,100,000.00$           





Property and Equipment, Net




Accounts Payable (8,200,000.00)$     




























Table 2-5. Rocky Mountain Journal Part 5 
6. Incur SG&A (cash and payable)






Property and Equipment, Net





Accrued Salaries and wages








Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing 1,505,431.00$                                
General and Administrative 2,044,569.00$                                















Table 2-6. Rocky Mountain Journal Part 6 
7. Pay Wages 8. Receive franchise fee






Property and Equipment, Net





Accrued Salaries and wages (6,423,789.00)$ 
Other accrued expenses
Dividend payable


























Table 2-7. Rocky Mountain Journal Part 7 
9. Purchase PPE 10. Dividends declared and paid






Property and Equipment, Net 498,832.00$      





Accrued Salaries and wages
Other accrued expenses





Retained Earnings (2,407,167.00)$                          
Sales




















Table 2-8. Rocky Mountain Journal Part 8 
11. All other transactions Unadjusted Trial Balance
Cash and cash equivalents 790,224.00$                  3,743,092.00$               
Accounts Receivable (702,207.00)$                4,427,526.00$               
Notes receivable, current 91,059.00$                    91,059.00$                    
Inventories (66,328.00)$                  3,498,283.00$               
Deferred income taxes 92,052.00$                    461,249.00$                  
Other (4,215.00)$                    220,163.00$                  
Property and Equipment, Net 132,859.00$                  5,885,289.00$               
Notes receivable, less current portion 139,198.00$                  263,650.00$                  
Goodwill, net 1,046,944.00$               
Intangible assets, net (73,110.00)$                  110,025.00$                  
Other (3,007.00)$                    88,050.00$                    
Accounts Payable 503,189.00$                  877,832.00$                  
Accrued Salaries and wages -$                              
Other accrued expenses (2,885,413.00)$             946,528.00$                  
Dividend payable (1.00)$                           602,694.00$                  
Deferred income (46,062.00)$                  220,938.00$                  
Deferred Income Taxes 66,729.00$                    894,429.00$                  
Common Stock 1,112.00$                      180,808.00$                  
Additional paid-in-capital 315,322.00$                  7,626,602.00$               
Retained Earnings 3,343,850.00$               
Sales 944,017.00$                  22,944,017.00$             
Franchise and royalty fees 5,492,531.00$               5,492,531.00$               
Cost of sales 693,786.00$                  14,693,786.00$             
Franchise costs 1,499,477.00$               1,499,477.00$               
Sales and Marketing 1,505,431.00$               
General and Administrative (261,622.00)$                1,782,947.00$               
Retail Operating 1,750,000.00$               
Depreciation and Amortization -$                              
Interest Income (27,210.00)$                  (27,210.00)$                   
Income Tax Expense 2,090,468.00$               2,090,468.00$               











Table 2-9. Rocky Mountain Journal Part 9 
12. Adjust for inventory count 13. Record depreciation
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories (216,836.00)$                          
Deferred income taxes
Other
Property and Equipment, Net (698,580.00)$                 














Franchise and royalty fees





Depreciation and Amortization 698,580.00$                  
Interest Income
Income Tax Expense











Table 2-10. Rocky Mountain Journal Part 10 
14. Wage Accrual 15. Consultant's report






Property and Equipment, Net


















General and Administrative 639,200.00$      















Table 2-11. Rocky Mountain Journal Part 11 
Pre-closing trial balance 16. Closing entry
Cash and cash equivalents 3,743,092.00$             
Accounts Receivable 4,427,526.00$             
Notes receivable, current 91,059.00$                  
Inventories 3,281,447.00$             
Deferred income taxes 461,249.00$                
Other 220,163.00$                
Property and Equipment, Net 5,186,709.00$             
Notes receivable, less current portion 263,650.00$                
Goodwill, net 1,046,944.00$             
Intangible assets, net 110,025.00$                
Other 88,050.00$                  
Accounts Payable 877,832.00$                
Accrued Salaries and wages 646,156.00$                
Other accrued expenses 946,528.00$                
Dividend payable 602,694.00$                
Deferred income 220,938.00$                
Deferred Income Taxes 894,429.00$                
Common Stock 180,808.00$                
Additional paid-in-capital 7,626,602.00$             
Retained Earnings 3,343,850.00$             3,580,077.00$          
Sales 22,944,017.00$           (22,944,017.00)$       
Franchise and royalty fees 5,492,531.00$             (5,492,531.00)$         
Cost of sales 14,910,622.00$           (14,910,622.00)$       
Franchise costs 1,499,477.00$             (1,499,477.00)$         
Sales and Marketing 1,505,431.00$             (1,505,431.00)$         
General and Administrative 2,422,147.00$             (2,422,147.00)$         
Retail Operating 1,756,956.00$             (1,756,956.00)$         
Depreciation and Amortization 698,580.00$                (698,580.00)$            
Interest Income (27,210.00)$                 27,210.00$               
Income Tax Expense 2,090,468.00$             (2,090,468.00)$         











Table 2-12. Rocky Mountain Journal Part 12 
Post-closing (ending) balance
Cash and cash equivalents 3,743,092.00$                       
Accounts Receivable 4,427,526.00$                       
Notes receivable, current 91,059.00$                            
Inventories 3,281,447.00$                       
Deferred income taxes 461,249.00$                          
Other 220,163.00$                          
Property and Equipment, Net 5,186,709.00$                       
Notes receivable, less current portion 263,650.00$                          
Goodwill, net 1,046,944.00$                       
Intangible assets, net 110,025.00$                          
Other 88,050.00$                            
Accounts Payable 877,832.00$                          
Accrued Salaries and wages 646,156.00$                          
Other accrued expenses 946,528.00$                          
Dividend payable 602,694.00$                          
Deferred income 220,938.00$                          
Deferred Income Taxes 894,429.00$                          
Common Stock 180,808.00$                          
Additional paid-in-capital 7,626,602.00$                       
Retained Earnings 6,923,927.00$                       
Sales -$                                      
Franchise and royalty fees -$                                      
Cost of sales -$                                      
Franchise costs -$                                      
Sales and Marketing -$                                      
General and Administrative -$                                      
Retail Operating -$                                      
Depreciation and Amortization -$                                      
Interest Income -$                                      
Income Tax Expense -$                                      











Table 2-13. Rocky Mountain Journal Part 13 
Actual February 28, 2010 F/S figures
Cash and cash equivalents 3,743,092.00$                                   
Accounts Receivable 4,427,526.00$                                   
Notes receivable, current 91,059.00$                                        
Inventories 3,281,447.00$                                   
Deferred income taxes 461,249.00$                                      
Other 220,163.00$                                      
Property and Equipment, Net 5,186,709.00$                                   
Notes receivable, less current portion 263,650.00$                                      
Goodwill, net 1,046,944.00$                                   
Intangible assets, net 110,025.00$                                      
Other 88,050.00$                                        
Accounts Payable 877,832.00$                                      
Accrued Salaries and wages 646,156.00$                                      
Other accrued expenses 946,528.00$                                      
Dividend payable 602,694.00$                                      
Deferred income 220,938.00$                                      
Deferred Income Taxes 894,429.00$                                      
Common Stock 180,808.00$                                      
Additional paid-in-capital 7,626,602.00$                                   
Retained Earnings 6,923,927.00$                                   
Sales 22,944,017.00$                                 
Franchise and royalty fees 5,492,531.00$                                   
Cost of sales 14,910,622.00$                                 
Franchise costs 1,499,477.00$                                   
Sales and Marketing 1,505,431.00$                                   
General and Administrative 2,422,147.00$                                   
Retail Operating 1,756,956.00$                                   
Depreciation and Amortization 698,580.00$                                      
Interest Income (27,210.00)$                                       
Income Tax Expense 2,090,468.00$                                   













Table 2-14. Rocky Mountain Income Statement 
Rocky Mountain Chocolate Co 
Income Statement 
For the Year Ended February 28, 2010 
Revenues:   
Sales  $  22,944,017.00   
Franchise and royalty fees  $    5,492,531.00   
Total Revenues:   $  28,436,548.00  
Costs and Expenses:   
Cost of Sales  $  14,910,622.00   
Franchise costs  $    1,499,477.00   
Sales and Marketing  $    1,505,431.00   
General and Administrative  $    2,422,147.00   
Retail Operating  $    1,756,956.00   
Depreciation and 
Amortization  $        698,580.00   
Total Costs and Expenses:   $  22,793,213.00  
Operating Income   $    5,643,335.00  
Other Income (Expense)   
Interest Income  $        (27,210.00)  
Other, net  $        (27,210.00)  
Income Before Income 
Taxes   
Income Tax Expense  $    2,090,468.00   




Table 2-15. Rocky Mountain Balance Sheet 
Rocky Mountain Chocolate Co 
Balance Sheet 
As of February 28, 2010 
Assets  
Current Assets  
Cash and cash equivalents  $    3,743,092.00  
Accounts Receivable  $    4,427,526.00  
Notes receivable, current  $          91,059.00  
Inventories  $    3,281,447.00  
Deferred income taxes  $        461,249.00  
Other  $        220,163.00  
Total Current Assets  $  12,224,536.00  
Property and Equipment, Net  $    5,186,709.00  
Other Assets  
Notes receivable, less current 
portion  $        263,650.00  
Goodwill, net  $    1,046,944.00  
Intangible assets, net  $        110,025.00  
Other  $          88,050.00  
Total Other Assets  $    1,508,669.00  
Total Assets  $  18,919,914.00  
Liabilities and Stockholder's 
Equity  
Current Liabilities  
Accounts Payable  $        877,832.00  
Accrued Salaries and wages  $        646,156.00  
Other accrued expenses  $        946,528.00  
Dividend payable  $        602,694.00  
Deferred income  $        220,938.00  
Total Current Liabilities  $    3,294,148.00  
Deferred Income Taxes  $        894,429.00  
Commitments and Contingencies  
Stockholder's Equity  
Common Stock  $        180,808.00  
Additional paid-in-capital  $    7,626,602.00  
Retained Earnings  $    6,923,927.00  
Total Stockholder's Equity  $  14,731,337.00  
Total Liabilities and Stockholder's 
Equity  $  18,919,914.00  
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Table 2-16. Rocky Mountain Cash Flows Analysis 
Rocky Mountain Chocolate Co 
Cash Flows Questions Analysis 
For the period February 28, 2009 to February 28, 2010 
1. Purchase of inventory on account: Operating 
2. Incurring wages: Operating 
3. Sale of inventory: Operating 
4. Payment on Accounts Payable: Operating 
5. Collection on Accounts Receivable: Operating 
6. Expenses incurred for the period: Operating 
7. Payment of Accrued Wages: Operating 
8. Deferred Income: Operating 
9. Purchase of property and equipment: Investing 










 This case explores many different scenarios that accounting students will 
encounter as they begin their careers. During class, students participated in a debate to 
communicate their opinions about these problems. Ultimately, the students developed 
possible solutions to each of the three scenarios that were presented. Students formed 
solutions that were professional, mature, informed, and would reflect well on the 
individual. 
 Throughout this process, I learned about how recruiting works and the 
expectations during internships and the first few years of my career. This case tested my 
critical thinking and problem solving skills as I had to consider solutions. Also, I was 
reminded of how important honesty and integrity is during recruiting, as well as in the 
profession of accounting. By being able to talk through the problems presented and hear 
other students’ and teachers’ points of view, I formed my own educated opinions for each 
scenario. 
Scenario One 
 Scenario one centered around a student who wants to go to law school because his 
cousin makes a lot of money working as a lawyer in New York City. This student is 
pursuing an accounting internship to make his resume look better while he is applying to 
law school.  
 Initially, I disagreed with this student. I thought the student was too close-minded 
and misleading the firm; he should have been transparent about his intentions. Other 
students argued that he was taking another students’ spot for an internship and even that 
he should not go to law school just for the possible salary. Personally, I believe that if the 
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student is qualified and earned the spot for the internship honestly, he should be able to 
accept the position regardless of his post-graduation plans. However, there may be better 
internship options for him, such as at a law firm. During the discussion, students were 
presented with many facts about comparisons between salaries, career paths, and the 
cultures of each profession. The conversation centered around how quickly the salary 
difference equalizes, the cost of extra school instead of starting work, and how many 
people choose to leave the firms about halfway through their career. After realizing how 
similar these professions are regarding those qualities, I think the student should evaluate 
his career path based on which job he likes better instead of striving to replicate his 
cousin’s life, because the other elements were all very similar.  
 In conclusion, if the student is honest and transparent with the firm during the 
recruiting process regarding his plans for law school, then it is acceptable for him to 
pursue the internship. However, if he approached the situation with the intent to 
manipulate the firm, then that reflects poorly on his character and the School of 
Accountancy.  
Scenario Two 
 Next, this problem analyses a student’s choice to go through the accounting 
school, do an internship with an accounting firm, and start work with that same firm for a 
few years only to switch and go into investment banking to make more money and travel 
more with work.  
 Like my last stance, my problem with this student’s plan centers around the fact 
that he is not being honest and transparent with the firm. Not everyone will stay with 
public accounting, but the student should at least inform the firm of his intentions. 
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Because accounting knowledge is so valuable in business, having that experience with an 
accounting firm would help with any other job, including investment banking, that the 
student wishes to pursue. As many other students mentioned, an accounting degree is 
versatile and affordable. Especially from Ole Miss, an accounting degree from such a 
highly ranked school will help students pursue the many opportunities available. While I 
obviously support the student pursuing a degree in accountancy, I think they need to have 
respect for the firm that employs them and maintain integrity when making business 
decisions.   
 Ultimately, the student needs to realize how much a firm invests in him during an 
internship. The student owes the company the basic respect and courtesy of being 
straightforward and genuine. Accounting is an exceptional degree, and I support the 
student pursuing that degree, even if he does not want to stay in public accounting for his 
entire career.  
Scenario Three 
 Lastly, the third scenario presents a student who interned in D.C., but wants to 
transfer his offer to Dallas, his hometown, a few months before he is supposed to start 
working. The student is emailing his old professor to get advice on how to approach the 
situation. When responding to the teacher’s advice, the student reveals that he needs to 
think long-term and just wants to go back to Dallas, whether it is with the firm or not.  
 Initially, I thought that it was okay for the student to switch locations, but that he 
should not have waited so long to inform the firm. After listening to how much the firms 
invest in the students, I realized why it is unacceptable for this student to want to switch 
locations at this point in his career. First, the student needs to stay with the firm for about 
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three years for the firm to earn back their investment in the student. Much of that original 
investment is from the specific location that the student interned at, which would be D.C. 
for this student. If he transfers to Dallas, he is disrespecting the D.C. office and seems 
ungrateful for the opportunity. Additionally, he can hurt recruiting opportunities for 
future students who wish to pursue a career at the D.C. office.  
 Next, this student waited entirely too long to inform the firm. With only three 
months until he is supposed to report to D.C., that makes it harder for him to transfer and 
harder for the office to find a replacement for him. If he was so sure of this transfer, he 
should have brought it up sooner. At this point in the discussion, students determined that 
when pursuing an internship, it is important to make an educated decision. Visiting the 
town and talking with people who work there can help students choose the correct place 
to begin their career. Although I think the student should stay in D.C. for a few years, if 
he was an incredibly hard-working intern, there may be more options open to him.  
 Also, only staying a few weeks for an internship may not be the best 
representation of the city. Anyone can learn to live in any city, especially if he only needs 
to stay there a few more years. He may eventually be able to transfer to Dallas, but it may 
not be possible this early in his career.  
 In conclusion, the student should have done more research when considering his 
internship locations, because the internship is a commitment to that office, at least for a 
few years. The student owes it to the D.C. office to stay a little longer. Abandoning an 






 Ultimately, being transparent with the firms during the recruiting process is 
essential. It shows respect for the firm, as well as for the school the student represents. 
Being a good representative of the accounting program helps expand the recruiting 
program and creates new opportunities for future students. Accounting is an incredible 
degree choice, and students should be grateful for the many opportunities associated with 








 The accounting profession is constantly trying to improve and adapt the existing 
rules so that the financial statements can continue to be useful for users. Although there is 
a comprehensive and elaborate set of accounting rules and standards, questions about 
how to report certain items still arise. In this case, Generic Bank: Accounting for Debt 
Securities Sales and Impairments, students analyzed the accounting rules and standards 
for a specific scenario regarding whether Generic Bank should recognize an impairment 
on their debt securities. The case invites students to view the issue from multiple 
perspectives, including an external auditor and bank regulator.  
 Starting this case, I did not have much knowledge about the financial structure of 
banks. Typically, banks’ assets are about 70 percent loans receivable, 20 percent 
securities, and the remaining 10 percent is made up of other assets. A banks’ liabilities 
and stockholders’ equity, on the other hand, usually contain a large amount of liabilities 
for customers’ deposits and a very small amount of equity. In fact, banks have more debt 
and less equity than any other type of business, which makes them fragile.  
 Additionally, I learned more about securities. The three types of securities, 
trading, available-for-sale, and held-for-maturity, are accounted for in different ways. It is 
necessary to test the available-for-sale securities and the held-for-maturity securities for 
impairment to see if the value declined beyond recovery. If it is determined that the 
securities have been impaired, the change leaves comprehensive income, where it was 
previously accounted for, and becomes a part of the company’s net income.  
 Throughout the case, I gained a better understanding of Accounting Standards 
Updates and the codification. Because the answer to the issue was not directly stated in 
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the set of rules, I had to exercise practical research skills to develop a solution about how 
to record the impairment, if at all. Taking on different perspectives, such as an auditor 
and bank regulator, helped me better understand the possible effects of the situation and 
understand their jobs.  
Question One 
 Assuming that Generic Bank does sell the aforementioned securities shortly after 
year end in early 20x3, the bank does have an impairment loss on the seven securities. 
Because the decline in value of debt securities was not due to credit losses and the bank 
did not have the intent, although it had the ability, to hold the unrealized loss debt 
securities until they could recover, the securities should be impaired and written down to 
their fair value. The bank did have the ability to hold the securities, because the case 
revealed that the bank is in a healthy financial position and is well capitalized. However, 
Generic Bank violated the intent to hold when they chose to sell the securities shortly 
after year end. Readers assume that the bank was trying to avoid realizing the loss of 
$54,209,000 that would affect net income for that year. Therefore, Generic Bank violated 
the intent to hold, so they should recognize an impairment loss on those seven securities.  
Question Two 
 If Generic Bank did sell the aforementioned securities shortly after year end in 
early 20x3, Generic Bank should not have an impairment loss on securities other than the 
seven securities sold. Because there are not any specific guidelines on analyzing intent in 
the codification, many firms have issued their opinions on the matter. ASU 2016-13 in 
310-10-35-47 acknowledges that if “management has the intent and ability to hold for the 
foreseeable future”, then the securities should be “reported in the balance sheet at the 
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adjusted outstanding principal” (Financial Accounting Standards Board). Because the 
bank is well capitalized and does not have to sell the securities to meet any requirements, 
they are not violating ability. Additionally, the case states that the bank is in good 
standing and has other ways to raise capital; the company does not have to sell securities 
to meet requirements. When analyzing intent, it is important to note that the securities do 
not have the same CUSIP numbers. In Ernst and Young’s Technical Line publication, the 
firm interprets the new credit impairment standards and concludes that “debt securities 
with the same CUSIP number that were purchased on separate dates may be aggregated 
by an entity on an average cost basis if that is the basis the entity uses to measure realizes 
and unrealized gains and losses on the securities” (Ernst and Young). Essentially, 
companies should make impairment decisions by CUSIP level. Because the securities 
have different CUSIP numbers, they should not be aggregated together; each security 
should be separately evaluated for ability and intent to hold securities. Furthermore, 
section 326-30-35-5 states that an entity “shall not combine separate contracts for 
purposes of determining whether a debt security is impaired” (Ernst and Young). 
Therefore, although the previous seven securities were impaired, the remaining securities 
should be individually evaluated. Because the company maintains their intent and ability 
to hold the remaining securities, there should not be an impairment loss.  
Question Three 
 If I assume the role of Heather Herring, the external auditor, my answer would 
change. The Securities and Exchange Commission describes the purpose of an audit as 
providing “the public with additional assurance – beyond managements’ own assertions – 
that a company’s financial statements can be relied upon” (“All About Auditors”). In the 
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case, Winters expresses concern about how selling the seven securities around the end of 
the period impacts the bank’s assertions that it has the intent and ability to hold the other 
securities. While management maintains its assertion of the intent and ability to hold the 
securities, even Winters, the Chief Financial Officer, recognizes that selling the securities 
so close to the end of the period can diminish investor confidence. The Financial 
Accounting Standards Board has often issued reassurance that the vision of the FASB is 
“to serve the public through transparent information resulting from high-quality financial 
reporting standards” to best serve investors and users of the financial statements (“About 
the FASB”). To accomplish that vision, external auditors should approach clients with a 
sense of professional skepticism. Because Generic Bank violated their intent once, 
Herring should further investigate with management about their intent with the remaining 
securities. The external auditor needs to analyze the bank’s history with similar 
situations. If she is confident the securities will not be sold in the next year, the “net 
unrealized holding gains and losses should be excluded from net income and reported in 
other comprehensive income” (“Bank Accounting Advisory Series”).  
 If I was a bank regulator, my answer would be the same as the external auditor. 
Bank regulators and external auditors have a similar function; the focus is on providing 
relevant information that is a faithful representation of the company’s standing. As 
previously mentioned, banks have a very fragile financial structure that contains a lot of 
risk. When a bank fails, the effects are devastating throughout society. Therefore, banks 
are very closely regulated to ensure the protection of citizens and clients. Banking 
regulation serves to establish financial stability, protect the Federal Deposit Insurance 
Fund, ensure consumer protection, and promote competition (Federal Reserve Bank of St, 
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Louis). Once again, the bank regulator should approach the bank with an appropriate 
level of professional skepticism to ensure that users of financial statements are getting the 
most useful and accurate information.  
 While bank regulators’ and external auditors’ primary focus is on providing 
accurate and reliable information to users of the financial statements, there are many 
other factors that can influence their judgment. One such factor is the responsibility that 
they take on when they issue their professional opinion. There is always the threat that 
their opinion was wrong, resulting in devastating economic effects. In some cases, 
auditors can find themselves being sued for malpractice. Because of this immense 
responsibility, auditors or regulators may approach their work with a sense of 
conservatism to protect their own careers as well as users of the financial information. 
Current economic conditions are also a factor in the decisions, especially for bank 
regulators. Because of the past economic recessions, a bank regulator may be more 
concerned about accurately representing the bank. He may approach his job with too 
much conservatism, which could limit the growth and prosperity of the bank.  
Question Four 
 If the securities sold had been collectively in a net gain position, the bank would 
not have an impairment loss on the seven securities designated nor on the remaining 
securities. Similar to question two, an impairment should not be recognized on the 
remaining securities because impairment “must be calculated on an individual security 
level” (PwC). Furthermore, because the losses were not due to credit losses, there does 
not even need to be an allowance account (PwC). The unrealized gains or losses still flow 
through other comprehensive income until they are realized and can affect net income. 
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The securities are recorded at lower-of-cost-or-market, so the gain would not be 
recognized at all. The bank maintains the ability to hold the securities and has the intent 
to do so; therefore, there should not be an impairment loss on the remaining securities.  
Question Five 
 If Generic Bank does sell the aforementioned securities shortly after year end in 
early 20x3, the bank does have an impairment loss on securities other than the seven 
securities sold. Previously, Generic Bank possessed the ability to hold the remaining 
securities. However, now that the bank is adequately capitalized instead of well 
capitalized, they might not have that ability. Furthermore, the bank wants to sell 
securities to improve capital ratios and fulfill borrowing obligations; other forms of 
borrowing to meet liquidity have become more limited, Therefore, the bank must 
recognize an impairment on the securities. It is reasonably expected that the securities 
will be sold within one year, so the impairment should be recognized in net income, and 
the securities should appear in the current assets section of the balance sheet,  
Conclusion 
 In conclusion, if Generic Bank is well capitalized, the loss in value is not due to 
credit losses, and the securities have individual CUSIP values, there should be an 
impairment recognized on the seven securities sold, but not on the remaining securities. 
However, auditors and bank regulators must approach the situation with more skepticism 
because of their high level of responsibility. Because of this, they may take a more 
conservative approach when preparing financial statements. If Generic Bank is no longer 
well capitalized and expects to have to sell securities to meet liquidity needs, all the 
securities should be impaired, and the loss should be a part of net income.  
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 Although the accounting framework, standards, and principles provide a strong 
sense of direction for most problems that occur, some issues may not have a clear 
solution. Companies should recognize that the financial statements are for the benefit of 
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 This case explores one of the many different scenarios that accounting students 
will encounter as they join the workforce. During the case, students researched possible 
locations to begin their careers. Because the specific city’s office invests a great deal of 
time and effort into the interns, it is important that the company gets a return on its 
investment. Ultimately, students learned more about the cities they are considering and 
can make more informed decisions.  
 Throughout this process, I researched my top two location preferences, which are 
Houston and Dallas. This case helped me keep a realistic view when analyzing my future. 
Although Houston is my hometown, I was still able to learn new, valuable information 
regarding the city. When doing research, I considered aspects of living somewhere that I 
had previously overlooked. Ultimately, my first preference for a city did not change, but I 
did learn valuable information that will help as I leave college and start my job.  
Location Preference One: Houston 
1. The population of Houston is over six million in the metropolitan area, which includes 
surrounding suburb areas. I have lived in large cities for most of my life, so the large 
population does not scare me.  
2. Houston climate is humid subtropical, which is indicative of a lot of seasonal 
fluctuation. For example, the city experiences a lot of rain during the summer and 
occasional extreme weather that can bring flooding. Snow is very rare in Houston. A 
positive aspect is that Houston is not in Tornado Alley. I enjoy warmer climates, so 
Houston is a good fit for me.  
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3. Houston lies largely in the northern portion of the Gulf Coastal Plain with low altitude 
levels. It is a very flat city. The city has a unique and beautiful skyline. Vegetation mostly 
consists of grassland, swamps, prairie, and some forested land. Additionally, there are 
several major bayous that run into the ship channel. Lastly, the Houston Arboretum and 
Nature Center offers a beautiful escape from the city. Houston has a good balance 
between the city and nature, which I enjoy.  
Image 5-1: Houston Skyline 
 
Image 5-2: Houston Nature 
 
4. State, county, and city taxes total 8.25 percent, and there is no state income tax. The 
current property tax in Houston is about 64 cents per $100 assessed value. For a $50,000 
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salary, federal taxes would be between $5,000 and $6,000 in 2018. I had never 
considered taxes as a factor for where I live, but this was interesting to learn about.  
5. Metro provides transportation in the form of buses, trolleys, and lift vans. There is a 
light rail service to downtown and the medical center area. One advantage is that there 
are two major airports and several small, private airports. Although the traffic is terrible, 
there are other options emerging to help combat the congestion, which I like.  
6. The most prevalent industries in Houston include oil and gas exploration, basic 
petroleum refining, petrochemical production, medical research, health care, and high 
technology. I like that even though the city is dominated by energy, it is still possible to 
get diverse experience with different industries.  
7. Houston’s quality of healthcare is excellent; the city is known internationally as one of 
the best medical centers in the world. I appreciate the convenience this advantage 
provides.  
8. The most common crimes are theft, theft from vehicles, and burglary. Most crimes 
occur near the Hobby Airport, the East side of Houston, and the Fifth Ward. There is less 
crime as you get further away from downtown. I have never had an issue with crime in 
Houston; if I avoid the dangerous areas, it is generally safe.  
9. As I am just starting my career, I could live at home where I pay no rent in a 3,500-
square foot house where I would not pay any rent or bills. Also, my parents will let me 
park wherever I want; they even cook for me. In the beginning, this seems like a golden 
option. However, after a few years, I will consider living in the Heights in a one bedroom 
apartment in The Grove at White Oak, which includes a 770-square foot apartment for 
rent of $1,250 a month. The apartment includes a washer and dryer, pool, bike rentals, 
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clubhouse, grilling area, patio and Jacuzzi bathtubs, covered parking garage, free gym, 
dog park, and the community is gated. No roommate will be necessary. Both options will 
work well for me. Living in the Heights can be an advantage and cut down on my 
commute time, but it will be more expensive to live there.  
Image 5-3: Houston Apartment 
 
Image 5-4: Houston Home 
 
10. If I live at home, I will drive to work. The commute will be about an hour. If I live in 
the Heights, the commute will be about 30 minutes. I do not particularly like driving, but 
I am used to driving in the city. 
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11. HEB is the best grocery store in Texas, and there is always one nearby. I like the 
convenience of having many healthy grocery store options nearby.  
12. Since both my house or apartment would have a washer and dryer, I would do 
laundry at home. I like this, because it is cheaper and more convenient.  
13. Houston has many volunteer opportunities. Three of my favorites are volunteering 
with the Church of Jesus Christ, the Houston Food Bank, and the Houston Museum of 
Natural Science. I enjoy that there are always unique ways to serve the community. 
14. Since growing up in Houston, I have been a big fan of the Houston Rockets 
basketball team and the Houston Astros baseball team. There is also the NFL team, the 
Texans. Additionally, I was involved in CrossFit GonzStrong as well as Krav Maga 
Houston; I plan on continuing with both of those hobbies. Houston has many music 
venues, so there is always a concert to go to. Lastly, the many museums are always 
entertaining. One of my favorite parts of Houston is the diversity of activities and 
adventures available in the city. 
15.  Houston is my hometown, so there would not be any travel costs. I want to be close 










16. Monthly Budget: 
Table 5-1: Monthly Budget Houston 
Taxes $600 
Charity $500 









Location Preference Two: Dallas 
1. The population in Dallas alone is 1.3 million people, but the Dallas-Fort Worth area is 
about 7.3 million people. I like large cities, so the population is not a problem. 
2. Dallas climate is humid subtropical, which is the same as Houston. However, Dallas 
gets colder than Houston. There are mild winters and hot summers. I like the warmer 
climate.  
3. The topography is mostly flat, but there are beautiful scenic skylines. Furthermore, 
Dallas is near the piney woods of east Texas and the Great Plains; also, there are 
numerous manmade lakes nearby. The environment makes it easy to find fun, outdoor 




Image 5-5: Dallas Skyline 
 
Image 5-6: Dallas metro area 
 
4. State, county, and city taxes total 8.25 percent, and there is no state income tax. The 
current property tax in Dallas is about 64 cents per $100 assessed value. For a $50,000 
49 
 
salary, federal taxes would be between $5,000 and $6,000 in 2018. I had never 
considered taxes as a factor for where I live, but this was interesting to learn about.  
5. Dallas Area Rapid Transit, or DART, offers a bus and light rail service. Greyhound 
Lines operate the intercity bus system. Nearby, there is the Dallas-Fort Worth 
International Airport and Love Field Airport. Close airports are very convenient and 
make my travelling easier. 
6. Major industries in Dallas include the technological industry, defense, financial 
services, and information technology. I appreciate the diversity of clients that Dallas 
offers. 
7. The level of healthcare in Dallas is decent; there are many ties to the University of 
Texas Medical Center and the Baylor Medical Center. Houston has many better options, 
so this aspect of Dallas would be a disadvantage. 
8. The most common crimes are robbery and assault. The inner-city areas have the 
highest crime rates, and the safest neighborhoods are Rawlins, Royal Lane and Lennox 
Lane, and Hillcrest Road and Spring Valley Road. Obviously, I would avoid the more 
dangerous areas of the city. 
9. I would live at the Windsor West Lemmon Apartments, where they offer a 560-square 
foot apartment for $1,100 a month, with no roommate required. The complex also offers 
a swimming pool, fitness gym, outdoor kitchen and grilling stations, fire pit, park, pet 
park, parking garage, and it is minutes from downtown Dallas. Another option is the 
Caruth Townhouse Apartment, which is 904 square feet for $1,500, with no roommate 
needed. The fitness center, private car attached garages, pool, outdoor kitchen, courtesy 
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patrol, and at the door trash pickup are all features of this complex. Additionally, this is 
close to entertainment options and is a short drive to downtown.  
 
Image 5-7: Dallas apartment amenities 
 
Image 5-8: Dallas apartment 
 
10. I would drive to work; the commute is about 30 minutes, depending on traffic. I like 
driving better than taking a train, so this is preferable.  
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11. Personally, I would do my grocery shopping at HEB, but there are many other options 
around, which is very convenient.  
12.  Both apartment options have a washer and dryer, so I would do laundry at home, 
which is a big advantage. 
13. In Dallas, there are many opportunities for volunteer work. I would be involved in the 
Church of Jesus Christ, the Dallas Food Bank, the Dallas Theater, and the Civic Center. 
Large cities always have a wide variety of community service options, so I enjoy the 
variety that Dallas offers.  
14. Dallas has many sports teams, such as the Cowboys, Rangers, and Mavericks. Other 
entertainment options include the Dallas Zoo, Dallas Discovery Gardens, Dallas Opera, 
and Dallas Farmer Markets. Having so many entertainment options nearby is a big 
advantage.  
15. From Dallas, it is a five-hour drive home to Houston and will cost about $150. 
Contrastingly, the flight is about an hour and costs around $200 from DFW. The drive is 













16. Monthly Budget: 
Table 5-2: Monthly Budget Dallas 
Taxes $600 
Charity $500 





Gym Membership $200 
Sundries $300 
Savings $1,100 
Trips Home $300 
 
Conclusion 
 Ultimately, based on a full analysis, I would still be willing to live in both cities. 
However, my first preference remains my hometown, Houston, Texas. Both cities are 
similar in many aspects such as commute, climate, and culture. Although both are good 
options, when comparing the two, Houston seems to always be a little better than Dallas. 
Being close to my family is important, so Houston is ideal. Although both cities have 
large, diverse clients available, the Houston industries tend to interest me more. I think 
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Houston will provide more opportunities for me to advance my career. Because the office 
will invest so much time and resources into training me, especially during an internship, 
it is important that I start out somewhere where I can commit to staying in that office at 
least until they get a return on their investment. I can easily see myself staying in 
Houston for my whole career, so that is where I would like to start it. Houston is an 
incredible place to develop a career, enjoy entertainment options around the city, and an 
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 Appropriate accounting practices are necessary for the success of businesses, as 
well as the economy in general. Accountants have a responsibility to use their honest, 
professional judgment when dealing with financial records and decisions. In recent 
history, there have been a few examples of improper or aggressive accounting practices 
that have been detrimental; businesses will go under, and thousands of people, or more, 
will be without jobs. Consequences spread throughout the entire industry and economy. 
One such example is the case of WorldCom, which provided a “broad range of 
communication services” internationally. Unfortunately, WorldCom created misleading 
financial statements by improperly capitalizing the line costs instead of recording it as an 
expense. The detrimental effects of WorldCom’s bankruptcy were pervasive throughout 
the nation.  
  Studying WorldCom’s case helped me understand the importance of proper 
accounting and the substantial responsibility that accountants have. After hearing about 
the devastating effects that permeated through the nation, it made me appreciate that 
responsibility much more. The right answer will not always be clear, but it is important to 
make a good faith effort. Additionally, I learned a lot about the difference between 
expenditures that should be capitalized and expenditures that should be expensed. The 
defining line is not always clear between an asset or expense, so it was interesting to 
examine both sides of the decision. Ultimately, this case helped me grow while 





Capitalization of Expenditures 
  First, assets are revenue generating entities that belong to the business (Financial 
Accounting Standards Board). Expenses, on the other hand, are defined as outflows or 
other using up of assets or incurrences of liabilities from activities that constitute the 
entity’s ongoing central operations. Essentially, expenses are the necessary expenditures 
for a company to generate revenue.  
 In general, expenditures that do not increase the service benefits of the asset are 
expensed. If it does increase the service potential of the asset, it is capitalized and the cost 
is put into an asset account. Obviously, this definition has some ambiguity to it, so it is 
important that accountants thoroughly analyze all possible options and perspectives of the 
decision.  
Costs after Capitalization 
 When the costs are capitalized, they transition from an expense account to an 
asset account. Immediately after the cost reaches the asset, it increases the asset balance, 
but it also begins to be depreciated. The balance sheet will show a greater balance in the 
asset account, but will also show a greater accumulated depreciation. Regarding the 
income statement, the expense will not be shown because the costs were transitioned to 
the asset. However, there will be a higher depreciation expense amount, which reduces 
net income. 
Line Cost Expenditures 
 For the year ended December 31, 2001, WorldCom reported Line Costs of 
$14,739 million. Line costs, according to WorldCom’s annual report filed with the SEC, 
contain mostly access charges and transport charges. Some companies can capitalize 
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installation and labor costs, but, according to the Wall Street Journal article, “the 
magnitude of WorldCom’s capitalization appears to be far beyond its industry peers” 
(Sandberg). When compared to industry standards, it was clear that WorldCom’s 
capitalization decisions were suspicious. The journal entry WorldCom would have made 
is as follows: 
12/31/2001 Line Cost Expense  14,739,000,000 
   Cash    14,739,000,000 
Improperly Capitalized Costs 
 Per the Wall Street Journal Article, Scott Sullivan was using an “unorthodox 
technique to account for one of the long-distance company’s biggest expenses: charges 
paid to local telephone networks to complete calls” (Sandberg). Sullivan should have 
recorded them as operating expenses, but he moved them to capital expenditures, which 
resulted in a loss for the full year of 2001 and for the first quarter of 2002. Essentially, 
Mr. Sullivan “spread those costs to a future time when the anticipated revenue might 
arrive” (Sandberg). These costs must be able to produce revenue if they are capitalized, 
but that never happened for WorldCom. The line costs are mostly made up of access and 
transport charges, which should be expensed; they will not provide any benefit in future 
periods.  
Improperly Capitalized Line Costs 
 The journal entry to record the improperly capitalized line costs in 2001 of $3,055 
million is as follows: 
2001 Property, Plant, and Equipment  3,055,000,000 
  Line Cost Expense    3,055,000,000 
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This would appear on the balance sheet improperly under property, plant, and equipment. 
Also, the incorrect entry increased the property, plant, and equipment account, so it 
would have affected the investing section.  
Depreciation Journal Entry 
 The journal entry for the related depreciation expense in 2001 is as follows: 
2001 Depreciation Expense   83,306,818 
  Accumulated Depreciation  83,306,818 
Effect on Net Income 
The effect on WorldCom’s net income is as follows: 
Table 6-1: WorldCom Partial Income Statement 
Income before taxes $2,393,000,000 
Add: Depreciation Expense 83,306,818 
Less: Improperly Capitalized Line Costs (3,055,000,000) 
Loss (578,693,182) 
Income Tax Benefit (35% of Net Loss) 202,542,614 
Minority Interest 35,000,000 
Net Loss $(341,150,568) 
The calculations rely on the fact that the 35% tax rate is appropriate, that the company 
would take the income tax benefit, and that the minority interest is the same as the value 
that is reported in the given financial statements. The difference in net income is material. 
Conclusion 
 Ultimately, accounting is extremely technical and accountants should do 
everything in their power to properly represent the company. What happened after 
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WorldCom shut down was tragic, but it is a lesson on how important professional 
judgment is. WorldCom improperly capitalized costs as assets instead of recording them 
as expenses, which misled consumers and led to the demise of the company. Because the 
costs were not meant to produce future revenue and were merely a necessary expenditure 
for the central operations of the firm, the line costs should not have been capitalized. 
Unfortunately, this created large disparity between the reported net income number and 
the true net income number; in fact, the company should have reported a net loss for the 
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 Financial statements are essential to the stability of the economy; they must be 
presented accurately and timely to be relevant to users. Users, such as investors, reference 
the financial statements to learn more about the company. Because they are not usually 
directly involved with the corporation daily, they rely heavily on financial statements to 
provide the necessary information to make informed decisions.  
 Starbucks Corporation is a prominent brand recognized worldwide. Most people 
are familiar with the types of services and products Starbucks provides. However, 
financial statements provide a different kind of information about the brand. Rather than 
the menu or drink options, the financial statements provide a view into the overall 
success and health of the entity.  
 This case tested my knowledge of financial statements and my ability to draw 
information and make conclusions from them. It helped me learn to look at financial 
statements with an analytical viewpoint, focusing on important changes, general trends, 
and indicators of the corporation’s overall standing. I learned to analyze the asset section 
of the balance sheet and draw conclusions about how the asset structure may differ 
depending on the type of business. Additionally, I got to review intangible assets and how 
they are affected by the success of the organization. Furthermore, analyzing Starbucks 
Corporation by looking at the balance sheet, income statement, statement of 
stockholders’ equity, and the statement of cash flows helped me discover how the 
financial statements are connected; it helped me gain a better understanding of the 




A. Nature of Starbucks’ Business 
 Starbucks is both a service business and a product business. The products are the 
drink and food items they sell, while the services include satisfying customers and 
providing a unique atmosphere for customers to enjoy. Starbucks is known as a hub 
where there is free Wi-Fi and stations to work at. Therefore, the company makes money 
by providing services and selling products to customers. Because of the reputation and 
goodwill of Starbucks, people are willing to pay more for the products. On the financial 
statements, Starbucks has inventory accounts and cost of goods sold, which indicates that 
the company does make products for sale.  
B. Financial Statements for External Reporting Purposes 
 The financial statements commonly prepared for external reporting purposes 
include the income statement, balance sheet, statement of retained earnings, and 
statement of cash flows. Sometimes, firms prepare a statement of stockholders’ equity 
and statement of comprehensive income. Starbucks released a Consolidated Statement of 
Earnings, Consolidated Statement of Comprehensive Income, Consolidated Balance 
Sheet, Consolidated Statement of Cash Flows, and Consolidated Statement of Equity. In 
addition to the statements, Starbucks also provides footnotes to the financial statements 
that provide supplemental information. Consolidated statements show Starbucks and its 
subsidiaries as one entity in the same set of reports.  
C. Preparing Financial Statements for External Reporting Purposes 
 Typically, public companies must file with the Securities and Exchange 
Commission quarterly and annually in a 10-Q and 10-K, respectively. The fourth quarter 
report is usually attached at the back of the annual 10-K.  
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D. Users of the Financial Statements 
 Because financial statements are vital to users, many procedures are in place to 
ensure the statements are accurate and faithfully represented. External auditors verify the 
financial statements and give their audit report, which expresses their opinion about the 
accuracy of the financial statements.  
 Potential users include investors, creditors, lenders, analysts, and more. Investors 
are typically interested in the earnings per share, which is disclosed on the income 
statement. Creditors and lenders perform ratio analysis to determine if the company will 
honor the obligation to the creditor or to determine if the creditor can safely lend money 
to the company.  
E. External Auditors 
 Deloitte & Touche LLP are Starbucks’ external auditors. Deloitte issued two 
unqualified opinions. First, Deloitte issued a report where they claim that, in their 
opinion, Starbucks’ consolidated financial statements accurately and fairly represent the 
state of the entity. Next, Deloitte states that Starbucks Corporation adheres to the internal 
control expectations. The opinions are dated several months after year-end, because there 





F. Common Size Income Statement and Common Size Balance Sheet 
Table 7-1: Common Size Income Statement 2012 
Consolidated Statements of Earnings (USD 
$) 
  
In Millions, except Per Share data, unless 
otherwise specified 
2012 Common Size Sep. 30, 2012 
Net revenues:   
Company-operated stores 79.20974473 $10,534.50  
Licensed stores 9.100342118 1,210.30 
CPG, foodservice and other 11.68991315 1,554.70 
Total net revenues 100 13,299.50 
Cost of sales including occupancy costs 43.71066581 5,813.30 
Store operating expenses 29.46050603 3,918.10 
Other operating expenses 3.232452348 429.9 
Depreciation and amortization expenses 4.137749539 550.3 
General and administrative expenses 6.024286627 801.2 
Litigation charge 0 0 
Total operating expenses 86.56566036 11,512.80 
Gain on sale of properties 0 0 
Income from equity investees 1.584270085 210.7 
Operating income 15.01860972 1,997.40 
Interest income and other, net 0.70980112 94.4 
Interest expense -0.245873905 -32.7 
Earnings before income taxes 15.48253694 2,059.10 
Income taxes 5.070867326 674.4 
Net earnings including noncontrolling interests 10.41166961 1,384.70 
Net earnings attributable to noncontrolling 
interest 0.006767172 0.9 
Net earnings attributable to Starbucks 10.40490244 $1,383.80  
Earnings per share - basic 0.013759916 $1.83  
Earnings per share - diluted 0.013459153 $1.79  
Weighted average shares outstanding:   
Basic 5.672393699 754.4 
Diluted 5.812248581 773 







Table 7-2: Common Size Income Statement 2013 
Consolidated Statements of Earnings (USD 
$) 
  








Company-operated stores 79.19044869 $11,793.20  
Licensed stores 9.135654907 1,360.50 
CPG, foodservice and other 11.6738964 1,738.50 
Total net revenues 100 14,892.20 
Cost of sales including occupancy costs 42.85666322 6,382.30 
Store operating expenses 28.78083829 4,286.10 
Other operating expenses 3.070063523 457.2 
Depreciation and amortization expenses 4.172654141 621.4 
General and administrative expenses 6.297927774 937.9 
Litigation charge 18.69502155 2,784.10 
Total operating expenses 103.8731685 15,469 
Gain on sale of properties 0 0 
Income from equity investees 1.688132042 251.4 
Operating income -2.185036462 -325.4 
Interest income and other, net 0.829964679 123.6 
Interest expense -0.188689381 -28.1 
Earnings before income taxes -1.543761164 -229.9 
Income taxes -1.6028525 -238.7 
Net earnings including noncontrolling interests 0.059091336 8.8 




Net earnings attributable to Starbucks 0.055733874 $8.30  
Earnings per share - basic 6.71492E-05 $0.01  
Earnings per share - diluted 6.71492E-05 $0.01  
Weighted average shares outstanding: 
 
 
Basic 5.031492996 749.3 
Diluted 5.118787016 762.3 






Table 7-3: Common Size Balance Sheet 2012 
Consolidated Balance Sheets (USD $)   






Current assets:   
Cash and cash equivalents 14.46126144 $1,188.60  
Short-term investments 10.32217247 848.4 
Accounts receivable, net 5.911767569 485.9 
Inventories 15.10487639 1,241.50 
Prepaid expenses and other current assets 2.390743625 196.5 
Deferred income taxes, net 2.904175589 238.7 
Total current assets 51.09499708 4,199.60 
Long-term investments 1.41132957 116 
Equity and cost investments 5.595435079 459.9 
Property, plant and equipment, net 32.34986373 2,658.90 
Deferred income taxes, net 1.18381351 97.3 
Other assets 1.760511972 144.7 
Other intangible assets 1.748345338 143.7 
Goodwill 4.855703718 399.1 
TOTAL ASSETS 100 8,219.20 
Current liabilities:   
Accounts payable 4.843537084 398.1 
Accrued litigation charge 0 0 
Accrued liabilities 13.79452988 1,133.80 
Insurance reserves 2.040344559 167.7 
Deferred revenue 6.20741678 510.2 
Total current liabilities 26.8858283 2,209.80 
Long-term debt 6.686782169 549.6 
Other long-term liabilities 4.201138797 345.3 
Total liabilities 37.77374927 3,104.70 
Shareholders' equity:   
Common stock ($0.001 par value) - 
authorized, 1,200.0 shares; issued and 
outstanding, 753.2 and 749.3 shares 
0.008516644 0.7 
Additional paid-in capital 0.479365388 39.4 
Retained earnings 61.39526961 5,046.20 
Accumulated other comprehensive income 0.276182597 22.7 
Total shareholders' equity 62.15933424 5,109 
Noncontrolling interests 0.066916488 5.5 
Total equity 62.22625073 5,114.50 
TOTAL LIABILITIES AND EQUITY 100 $8,219.20  
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Table 7-4: Common Size Balance Sheet 2013 
Consolidated Balance Sheets (USD $)  
Sep. 29, 






Cash and cash equivalents 22.36491356 $2,575.70  
Short-term investments 5.714310523 658.1 
Accounts receivable, net 4.874660276 561.4 
Inventories 9.648597254 1,111.20 
Prepaid expenses and other current assets 2.498111438 287.7 
Deferred income taxes, net 2.407807792 277.3 
Total current assets 47.50840084 5,471.40 
Long-term investments 0.5062214 58.3 
Equity and cost investments 4.311130793 496.5 
Property, plant and equipment, net 27.79007876 3,200.50 
Deferred income taxes, net 8.39650247 967 
Other assets 1.608967847 185.3 
Other intangible assets 2.386100185 274.8 
Goodwill 7.492597706 862.9 




Accounts payable 4.269452187 491.7 
Accrued litigation charge 24.1744597 2,784.10 
Accrued liabilities 11.02138633 1,269.30 
Insurance reserves 1.549923155 178.5 
Deferred revenue 5.676105134 653.7 
Total current liabilities 46.69132651 5,377.30 
Long-term debt 11.28274593 1,299.40 
Other long-term liabilities 3.10592444 357.7 




Common stock ($0.001 par value) - 
authorized, 1,200.0 shares; issued and 
outstanding, 753.2 and 749.3 shares 
0.006946434 
0.8 
Additional paid-in capital 2.449486398 282.1 
Retained earnings 35.86357203 4,130.30 
Accumulated other comprehensive income 0.581763873 67 
Total shareholders' equity 38.90176874 4,480.20 
Noncontrolling interests 0.01823439 2.1 
Total equity 38.92000313 4,482.30 
TOTAL LIABILITIES AND EQUITY 100 $11,516.70  
71 
 
G. Balance Sheet Analysis 
 Starbucks’ major assets include Cash and Property, Plant, and Equipment. Current 
assets are 47.51 percent of total assets and long term assets are 52.49 percent of total 
assets. The major assets are appropriate because their products all have short turnover and 
are quickly converted to cash, and the equipment is necessary to produce the products. 
Because of the turnover of the products, it makes sense that the proportions would be 
close in range.  
 In general, intangible assets are assets without physical substance that are 
expected to provide future economic benefits. Examples of intangibles include patents, 
copyrights, and goodwill, which is the amount paid over the value of the assets and 
liabilities. Essentially, the purchasing company pays extra for the goodwill, or reputation, 
of the company. As such, goodwill is only recorded at the time of purchase; there is no 
internally created goodwill. Starbucks is likely to have goodwill from purchased 
companies, and trademarks and trade names. They may also have patents or copyrights as 
well.  
 Starbucks is mainly self-financing. They do have some debt and equity financing, 
but it is mostly debt. About 11 percent from long-term debt is the only non-owner source 
of financing. However, due to the large amounts of cash, it is expected that Starbucks 
does not require much external financing.  
H. Income Statement Analysis 
 For company-operated stores, revenues are recognized when payment is tendered 
at the point of sale. They use the accrual basis, Starbucks’ subsidiaries recognize 
revenues when the product is shipped. Revenue from stored value cards, or gift cards, is 
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recognized when the card is redeemed or when management determines that the 
likelihood of redemption is remote. It is also noted that the outstanding customer balances 
are part of deferred revenue on the balance sheet. Challenges in measuring revenue 
include management’s responsibility to determine when the likelihood of gift card 
redemption is remote. Another challenge is accounting for recognizing revenue related to 
the rewards programs and earned stars. 
 Starbucks’ major expenses include their cost of sales, which is 43 percent of net 
revenues, store operating expenses, which are 29 percent of net revenues, and litigation 
charges, which are 19 percent of net revenues. 
 The major change in the cost structure from 2012 to 2013 is the addition of 
litigation charges as an expense. 
 Starbucks separately reported the litigation charge and included it in operating 
income to communicate to investors that it is not a recurring charge. 
 Starbucks did not remain profitable in 2013 in the strictest of terms, but the 
company still reported a net income. For 2013, Starbucks’ expenses were greater than the 
revenues. The earnings per share and net earnings attributable to Starbucks plummeted, 
but the company still operated at a small profit for the year. 
I. Statement of Cash Flows Analysis 
 The net earnings are $8.80 million and the net cash provided by operating 
activities is $2,908 million. The difference is attributed mainly to the litigation charge.  




 The company paid $629 million in dividends and declared $669 in dividends in 
2013. The difference would be in dividends payable. 
J. Estimates for Accounts 
 The financial statements require the use of estimates for asset and goodwill 
impairments, stock based compensation forfeiture rates, future asset retirement 
obligations, receivables, depreciation, prepaid assets, intangibles, and inventory reserves. 
Estimates also affect revenues. Cash is an example of an account that does not require the 
use of estimates. Outstanding stock accounts for equity financing and accounts payable 
would not use estimates either.  
Conclusion 
 Ultimately, financial statements are used to help investors, creditors, and lenders 
make financial decisions about capital. Because of the influence that financial statements 
have on those decisions, the information must be portrayed as accurately and faithfully as 
possible. This is achieved by employing external auditors who give opinion reports on the 
accuracy of the financial statements and the company’s use of internal controls. 
 Users of the financial statements can draw conclusions and discover information 
from the data presented in the statements. Starbucks’ financial statements provide 
important insight into the company. This case helped me learn to analyze profitability, 
detect changes, identify trends, learn about the role of external auditors, and gain a better 
understanding of the importance of financial statements. Through analyzing Starbucks’ 
financial statements, I received a better understanding of the relationships between the 









 Financial statements are used by present and potential investors, creditors, and 
lenders to make financial decisions; accurate representation of the company’s current 
financial state is crucial so that users can make informed capital decisions. This case 
explores the complexity of financial reporting for contingencies, specifically contingent 
liabilities. BP is a leading oil and gas company that provides petroleum refining services, 
transportation fuel, heat and light energy, and petrochemical products. The Deepwater 
Horizon oil spill was a tragic accident; the effects were felt throughout the world. With 
such an enormous disaster, the financial reporting is very complex and requires the use of 
judgment to try to keep investors properly informed.  
 For example, BP must report contingent liabilities on the balance sheet to 
represent possible losses the company faces. The company must report these 
contingencies based on the guidelines from the Financial Accounting Standards Board. 
Also, there is a lot of judgment involved with estimating the amounts to be recorded. The 
entire process is complex, but a necessary component of creating faithfully represented 
financial statements. 
 Through this case, I learned about the process of recording contingencies, the 
difference between contingent gains and contingent losses, and how these transactions 
affect the balance sheet. I reviewed which scenarios would result in contingent gains and 
which scenarios would result in contingent liabilities. Additionally, I analyzed warranty 
liabilities and estimated possible contingencies BP should record based on their company 





 First, a contingent liability is a possible liability that depends on the outcome of 
an uncertain circumstance; the factors, such as the amount payable, the payee, the date 
payable, or the existence of a liability, depend on a contingency. Examples of contingent 
liabilities include litigation costs, warranty costs, premiums, coupons, environmental 
liabilities, the outcome of a lawsuit, or the outcome of an investigation. 
 Loss contingencies are possible losses the company faces. When dealing with loss 
contingencies, the Financial Accounting Standards Board uses the terms probable, 
reasonably possible, and remote to indicate the likelihood of the liability being incurred. 
Companies record a contingent loss if it is probable that the liability will be incurred at 
the date of the financial statements and if the amount of the loss can be reasonably 
estimated.  
 Companies do not record contingent gains, which are the possible rights to 
receive assets or have a liability reduced, to satisfy the conservatism requirement in the 
financial statements. Recording contingent gains will misrepresent or overstate the 
financial position of the company. Generally, accountants follow the conservatism 
principle when preparing financial statements so users are not misled. However, if the 
gain contingency has a high probability of being realized, it may be disclosed in the notes 
to the financial statements. 
Accounting for Product Warranties 
 Warranties are product guarantees which are promises made by the manufacturer 
to the user to assure the quantity, quality, and performance of the product. Typically, an 
assurance-type warranty is the quality guarantee that is included in the sales price and a 
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service-type warranty is an extended warranty that can be purchased separately. From 
BP’s perspective, the manufacturer will cover any repairs for defects in the product for 
two years after the purchase date. Technically, this would be a contingent gain, so it is 
not recorded for BP. There is no separate journal entry to record the assurance-type 
warranty when they purchase the equipment. Alternatively, from the perspective of GE 
Oil and Gas, the manufacturer, the warranty is a contingent liability; the company has a 
liability to possibly repair the item without receiving additional consideration for the 
work that might be done during the next two years. For assurance-type warranties, GE 
Oil and Gas would not record a separate performance obligation. However, they will 
expense warranty costs when incurred and expense warranty cost and incur warranty 
liabilities when making estimates about the costs of expected warranty claims in the 
following years.  
Management Judgments 
 As previously mentioned, the Financial Accounting Standards Board requires 
companies to record contingent liabilities when the likelihood is probable instead of 
reasonably possible or remote. This measure requires management’s use of judgment. 
Also, at year end, the manufacturing company records estimates warranty expense and 
warranty liability for expected warranty claims in the next year. Management must 
estimate how many claims will be made and the average costs to accurately determine the 
adjusting amount. This type of judgment is very important, because it is reflected in the 




 A claim for damages resulting from the Deepwater Horizon oil spill will be harder 
to estimate and have a much greater effect on the financial statements. Warranty claims 
on pieces of equipment are more common, so they are typically easier to estimate and 
smaller in the amount. Additionally, the company probably has previous records of such 
warranty claims that can be used to make those estimates.  
Estimating Contingencies 
 Next, BP must make estimates to account for the contingencies associated with 
the Deepwater Horizon oil spill. As mentioned in the case, many people died or were 
seriously injured. Because the accident was BP’s fault, these people have a right to sue 
the company; those costs should be recorded as a liability. Additionally, the 
environmental costs such as the short-term and long-term cleanup expenses and the well 
containment expenses are contingent liabilities. Again, BP was responsible for the 
accident, so they should be responsible for the monumental cleanup expenses. The 
cleanup is necessary, because the beach is what attracts many visitors and customers that 
the local stores thrive on. It is possible that many local businesses near the beach such as 
boat tours, water sports, beachfront hotels, restaurants, and even shopping centers will 
take large losses due to the dramatic decrease in the number of visitors. While BP did 
contribute to these losses, being a store owner or business owner can be inherently risky. 
This contingency should be one of the lowest contingencies BP records. Also, smaller, 
local stores will likely incur more influential losses than a national, chain store. As BP 
works to contain the spill, remediate, and deal with contingencies related to the accident, 
there is a business interruption for their own company; BP should expect to take losses in 
the following years. Additionally, BP might have to write down their goodwill in the 
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intangible section on the balance sheet. The accident received worldwide attention, and 
consumer trust in BP will decrease. The company’s reputation will be tainted. Also, BP is 
responsible to their sub-contractors for any equipment that was destroyed during the spill; 
that equipment is very expensive and the sub-contractors will expect to be reimbursed, 
and rightfully so. Lastly, government fines and penalties will be an ongoing contingent 
liability for BP. The government does have a right to fine the company. Ultimately, many 
businesses are affected by such a catastrophic event. Accurately estimating the possible 
liabilities is a complicated, but necessary part of the preparing the financial statements. 
Conclusion 
 In conclusion, contingencies play an important part in the financial statements. 
Warranties and litigation costs are both examples of contingent losses. Analyzing 
possible contingencies helped develop my critical thinking and analytical skills; I also 
learned more about how such transactions affect the balance sheet and the financial state 
of the company.  
 During analysis of the possible contingencies, I learned more about what an 
auditor would do in that scenario. Some possible contingent liabilities included lawsuits 
from families of people who died or were injured, government penalties and fines, 
lawsuits from sub-contractors who lost equipment during the accident, environmental 
cleanup costs, and possible even lawsuits from businesses in the nearby towns. It is 
difficult to come up with an exhaustive list of possible contingencies from lawsuits and 
other liabilities, but it is necessary to not mislead users of the financial statements. 
 Ultimately, financial statements must be accurate and faithfully represented so 
that present and potential investors, creditors, and lenders can make informed capital 
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decisions. Because BP has such a strong global presence and is a vital part of the 
economy, their financial statements are very important. With a disaster like the 
Deepwater Horizon oil spill, there is a lot of uncertainty surrounding the financial 
position of the company.   
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 This case focuses on the accounting for equity investments. There are different 
ways to account for investments such as the fair value method, equity method, and 
consolidation. For the purposes of this case, students analyzed the equity method. The 
equity method is typically used for when an investing company purchases enough shares 
of another company to exert significance influence over the investee. Significant 
influence usually occurs when a company owns more than 20 percent of shares; however, 
when they own more than 50 percent, the investor will consolidate the financial 
statements to reflect that investment. Essentially, the equity method records an increase in 
the equity investment account when the investee has net income and a decrease in the 
account when the company has a net loss or pays out dividends. This is done in an 
amount proportionate to the ownership percentage. 
 Wendy’s, an American fast food chain restaurant, and Tim Horton’s, a Canadian 
restaurant chain, started a joint venture agreement known as TimWen. This joint venture 
allows Wendy’s and Tim Horton’s to expand their business, infiltrate new markets or 
customers, and share resources and responsibilities. 
 Throughout the case, I gained a better understanding of what joint ventures are 
and how they are used, how the equity method differs from other methods of accounting 
for investments, how the equity method affects the financial statements, and learned how 
this method is reconciled to the statement of cash flows. I also explored new topics such 
as the Acquisition Accounting Premium and how to account for the amortization and 
depreciation related to that. Overall, the case tested my technical knowledge of 
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accounting for investments and developed my critical thinking skills for analyzing the 
relationships on the financial statements. 
Joint Venture Agreements 
 Joint ventures are a common way for companies to expand; many firms enter joint 
ventures to achieveE a specific goal. Joint ventures are a strategic way for companies to 
pool resources. Thus, the companies gain access to new customers or markets, have 
increased capabilities, share the costs and responsibilities, and have more flexibility. 
Usually, businesses operating in separate countries are attracted to joint ventures. Such is 
the case with Wendy’s, which is an American company, and Tim Horton’s, which is a 
Canadian company.  
Equity Method 
 Companies can either use the fair value method or the equity method for 
recording investments, depending on the ownership percentage and if the investing 
company can exercise significant control over the investee. If the investor can exercise 
significant control over the investee, which is typically anything greater than 20 percent, 
the investing company accounts for the investment using the equity method.  
 The fair value method uses accounts such as Fair Value Adjustment and 
Unrealized Holding Gain or Loss-Income. However, the equity method does not adjust 
the investment to reflect the fair value, so it does not use those accounts. Instead, the 
investor increases and decreases the investment’s carrying amount based on the 
proportionate share of earnings or when dividends are declared and paid.  
 For both methods, the journal entry to record the purchase of the investment is the 
same. The investor debits Equity Investments and credits Cash for the amount paid. 
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When the investee company has net income, the value of the investment increases. 
Therefore, the investing company increases the amount in Equity Investments and credits 
Investment Income to reflect the earnings. On the other hand, the entry would be opposite 
for when the investee sustains a net loss, with the debit to Investment Loss. Also, instead 
of crediting Dividend Revenue when receiving dividends, the equity method credits the 
investment account. When the company pays out dividends, the value of the shares 
decreases, which is why the investment account is credited. One important note is that the 
company uses the percentage share in the company to record the proportionate share of 
earnings and dividends. Examples of journal entries under the equity method are as 
follows: 
Table 9-1: Equity Method Journal Entries 
1/1 Equity Investments 300,000  
 Cash  300,000 
 To record the acquisition of 30% of shares    
2/1 Equity Investment 30,000  
 Investment Income  30,000 
 To record the investee’s net income of 100,000   
6/1 Cash 12,000  
 Equity Investments  12,000 






Purchasing Shares with the Equity Method 
 When a company purchases shares in another company, the investment amount 
may exceed the share of the book value of the underlying net assets of the investee. Net 
assets are the same thing as owner’s equity, which can be calculated by subtracting total 
liabilities from total assets. The excess purchase price over book value is an Acquisition 
Accounting Premium. The Acquisition Accounting Premium can be separated into two 
pieces. The first is the amount used to write up identifiable assets, and sometimes 
liabilities, to their fair value. Once that write up is completed, the excess Acquisition 
Accounting Premium is recorded as Goodwill. Goodwill is not amortized, but it is tested 
annually for impairment. The amount used to write up the identifiable assets to fair value 
is added to the accounts, but it is not used to calculate depreciation because the company 
never paid consideration for the asset. However, the decline in the value of that portion of 
the asset must be recorded somewhere, so the parent company records an annual charge 
to account for the systematic depreciation using the equity method. The journal entry 
would debit Equity Income and credit Equity Investments for the depreciation.  
Wendy’s Investments 
 For equity investments, Wendy’s includes $91,819 thousand and $87,620 
thousand on the 2011 and 2012 balance sheets, respectively. These amounts appear under 
Investments on the consolidated balance sheet.  
Wendy’s Acquisition Accounting Premium 
 The amount recorded for Wendy’s investment in TimWen at December 30, 2012 
is $35,282.5 thousand, but the amount of Wendy’s 50 percent share of TimWen’s equity 
at December 30, 2012 is $89,370 thousand. The difference between these two amounts is 
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about $54,088 thousand, and it is the Acquisition Accounting Premium, which contains 
the amount for goodwill and the amounts used to write up assets to their fair value. The 
company amortizes any of the acquisition accounting premium that exceeds the fair value 
of the assets by decreasing equity income and decreasing the equity investment. 
Wendy’s Investment in the TimWen Joint Venture 
 The joint venture with Tim Horton’s had an equity in earnings for the period 
account of $13,505 thousand in 2011 and $13,680 in 2012. This amount is included in the 
other operating expenses, net account on the consolidated statement of earnings. It 
decreased the expense, which, in turn, increased the income before taxes. 
 The journal entry to record Wendy’s share of TimWen’s 2012 earnings, in 
thousands, is as follows: 
Table 9-2: TimWen Earnings 
Date Equity Investments $13,680  
 Investment Income  $13,680 




 The purchase price adjustment is the write up of the identifiable net assets; that 
amount is systematically depreciated or amortized. $3,129 thousand is the amount of 
amortization of purchase price adjustment. The company uses a useful life of 21 years to 





Table 9-4: Amortization Recording 
2012 Equity Income $3,129  
 Equity Investment  $3,129 
 To record the systematic amortization   
 
 Wendy’s received $14,942 thousand and $15,274 thousand in dividends from the 
TimWen joint venture in 2011 and 2012, respectively. The journal entries, in thousands, 
are as follows: 
Table 9-5: Declaration of dividends 
2011 Cash $14,942  
 Equity Investment  $14,942 
 To record the dividends received   
2012 Cash $15,274  
 Equity Investment  $15,274 
 To record the dividends received   
 
Cash Flow Reconciliation 
 The equity investment income is recorded in net income. However, this amount is 
not received in cash. Only dividends are received in cash and affect the cash account. 
Therefore, the company must subtract out equity income and add in cash from dividends 
received. The cash from dividends received is not in the net income amount because the 
journal entry did not affect a revenue or expense account, only cash and the investment 
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account. On the other hand, the investment income affected an income and investment 
account, not a cash account.  
 TimWen had income of $10,551 thousand, but the Japanese investment has a loss 
of $1,827 thousand, so the net income amount that is subtracted from net income on the 
statement of cash flows is $8,274 thousand. To record the dividends, $15,274 thousand 
should be added to the net income amount on the statement of cash flows.  
Conclusion 
 In conclusion, Wendy’s entered a joint venture with Tim Horton’s to strategically 
expand their business and take advantage of the opportunities a joint venture provides. In 
doing so, Wendy’s uses the equity method of accounting for investments to record the 
investment. The equity method reflects the investor’s proportionate share of the 
investee’s net earnings and dividends declared and paid by increasing or decreasing the 
equity investment account.  
 When purchasing the investment, there will be an excess amount of the purchase 
price over the book value of the assets. The company then marks up the assets to their fair 
value. After that, the remaining excess is reported as Goodwill. The case analyzes the 
treatment for each of these amounts.  
 This case was very technical and specific regarding the equity method, which 
taught me more on that subject. Also, the case required that the students analyze the 
financial statements and indicate the effect that using the equity method had on the 
financial statements; it was very interesting to see those connections and make links 
between the different financial statements. Overall, this case helped me better understand 
how accounting for investments is reflected in the financial statements. 
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 Pension plans are an important part of the economy. Ultimately, these plans 
provide retired employees with some sort of benefit after retirement. The two types of 
pension plans are defined benefit plans and defined contribution plans. Defined 
contribution plans are becoming increasingly more popular because the employee shares 
most of the risk and it is cheaper and safer for the sponsoring company. However, this 
case deals with defined benefit plans, where the retiree receives payments from the 
separate pension entity that the employer invested funds through.  
 The company must know the status of the pension fund to accurately determine 
their related asset or liability. The status will determine the contribution plan of the 
sponsoring company. To determine the status, there are many estimates involved. 
Companies employ actuaries to come in and provide educated estimates of items related 
to pension expense, such as service cost. The Financial Accounting Standards Board 
requires firms to use the projected benefit obligation, rather than the accumulated or 
vested benefit obligation, when determining if the plan is overfunded or underfunded.  
 This case developed my technical knowledge of pension plans. Because there is 
accounting for the sponsoring company and separate accounting for the pension entity, it 
can be hard to differentiate between the two. Ultimately, the difference between the 
pension entity’s plan assets and pension benefit obligation is reflected on the sponsoring 
company’s balance sheet as either a pension asset or liability, depending on if the plan is 





Types of Pension Plans 
 In general, there are two types of retirement plans, including defined benefit plans 
and defined contribution plans. Johnson & Johnson uses a defined benefit plan. In a 
defined benefit plan, the employees receive a guaranteed payment upon retirement. Based 
on actuarial assumptions, the company estimates the amount employees receive when 
they retire. Occasionally, employees must stay with the company for a certain number of 
years to be vested in the plan. In this plan, the employer bears the risk of the investment. 
Defined benefit plans are less common because they are more expensive and risky for the 
employers. On the other hand, defined contribution plans are much more simple. In this 
plan, the employees invest a certain amount into the fund and the employer contributes a 
relative amount based on a formula. Each participate has their own separate account. 
With this type of plan, the employee has more control over the funds, but also bears more 
of the risk.  
 Retirement plan obligations are a liability to the sponsoring company, because 
they must fund the plan assets, which cover the pension benefit obligation. The 
sponsoring company contributes the funds to a separate entity that invests the money. If 
the pension benefit obligation is greater than the plan assets, the fund is underfunded. 
Therefore, the sponsoring company must contribute more money to cover the liability. A 







Image 10-1: Pension Flowchart 
 
 Often, companies bring in an actuary to estimate the costs related to the pension 
plan. During the estimation process, the actuary must make estimates about the expected 
return on plan assets, the life expectancy of employees, and the potential future salaries of 
the employees. 
Components of Pension Obligations 
 Pension obligations are influenced by service cost, interest cost, actuarial gains or 
losses, and benefits paid to retirees. The service cost is the cost to the employer of the 
employee working another year. Interest cost is the interest accumulated on the beginning 
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balance of the projected benefit obligation as the employee works another year. Actuarial 
gains and losses occur when the actuary’s estimates make changes to the projected 
benefit obligation. If the obligation decreases due to actuarial assumptions, the 
sponsoring company has a gain. If the obligation increases due to actuarial assumptions, 
the sponsoring company has a loss. Benefits paid to retirees are not paid by the 
sponsoring company. Instead, the separate pension investment entity pays the retired 
employees’ benefits out of plan assets, while simultaneously reducing the pension benefit 
obligation. 
Components of Pension Assets 
 Pension assets are influenced by actual return on pension investments, company 
contributions to the plan, and benefits paid to retirees. The actual return on investment is 
the amount of return that is truly generated on the plan assets; it will usually differ from 
expected return on plan assets, which is a component of pension expense. The company 
contributes money to the plan to keep it funded. The sponsoring company will give the 
money to the pension entity, which will then invest it with the other plan assets. The 
sponsoring company does not pay benefits to retirees. The separate pension entity pays 
benefits to retirees out of plan assets, decreasing plan assets and decreasing the pension 
benefit obligation.  
Return on Plan Assets 
 As mentioned, the expected return on plan assets affects pension expense and the 
actual return on plan assets affects plan assets. The difference between the actual and 
expected return is recorded as either a gain or loss in other comprehensive income on the 
94 
 
worksheet. Plan assets is money that is already invested and gaining interest. If the actual 
return is lower than expected, the journal entry is as follows: 
Table 10-1: Return on plan assets situation one 
12/31 Other Comprehensive Income-Loss (G/L) XXX  
 Plan Assets  XXX 
 To record actual return on plan assets when actual 
return is lower than expected return 
  
 
On the other hand, the journal entry to record when the actual return is greater than the 
expected return is as follows: 
Table 10-2: Return on plan assets situation two 
12/31 Plan Assets XXX  
 Other Comprehensive Income-Gain (G/L)  XXX 
 To record actual return on plan assets when actual 
return is higher than expected return 
  
 
Johnson & Johnson’s Pension Expense 
 On Johnson & Johnson’s 2007 Income Statement, it recorded pension expense of 
$646 million. Although this amount is not directly stated on the face, it is disclosed in the 
footnotes to the financial statements. 
 The service cost for 2007 was $597 million and the interest cost for 2007 was 
$656 million. These items increase both the pension expense and the pension benefit 
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obligation. The journal entry to record the service cost and interest cost portion of the 
2007 pension expense, in millions, is as follows: 
Table 10-3: Service and interest cost 
12/31 Pension Expense $1,253  
 Pension Benefit Obligation  $1,253 
 To record the service cost and interest cost portion 
of the pension expense 
  
 
Johnson & Johnson’s Pension Liability 
 The value of the company’s retirement plan obligation at December 31, 2007 was 
$12,002 million. It represents the obligation for amounts that will be paid to retirees in 
the future. The computation of pension liabilities is inherently based on estimates, so 
there will always be a degree of uncertainty. 
 The pension related cost for the year is $656 million. The average settlement rate 
the company must have used is 5.62 percent. In computing this number, the adjusted 
beginning pension benefit obligation is multiplied by the settlement rate to arrive at the 
interest cost. The prior service cost amendment of $14 million must be added to arrive at 
the adjusted beginning pension benefit obligation. The United States’ discount rate is 6.5 
percent and the international plans’ discount rate is 5.5 percent. The computed 5.62 
percent is in between these two amounts, so it is a reasonable percentage.  
 $481 million was paid out to retirees during the year. Johnson & Johnson did not 
pay cash for these benefits. The only cash paid by the sponsoring company is to the 
pension fund entity, which then invests the cash. Rather, the separate pension entity pays 
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the benefits out of plan assets. Paying out benefits decreases both the pension benefit 
obligation and the plan assets. 
Johnson & Johnson’s Pension Plan Asset 
 At December 31, 2007, the value of the retirement plan assets held by Johnson & 
Johnson is $10,469 million. This value is the fair value of the plan assets. The pension 
fund is underfunded because the pension benefit obligation is greater than the plan assets.  
 In 2007, the actual return was $743 million and the expected return was $809 
million. They overestimated the return, so the company will have a loss that may be 
amortized. In 2006, the actual return was $966 million and the expected return was $701 
million. That year, there was a gain that may be amortized. The gains and losses are 
amortized by using the corridor approach. The company takes 10 percent of the larger of 
the beginning balance of the pension benefit obligation and the plan assets; that amount is 
the corridor. Any gain or loss that exceeds the corridor will be amortized over time. This 
is often known as a smoothing technique for pension expense. In my opinion, the actual 
return better reflects the company’s financial position for pension expense, because it is 
clearly more accurate and fact-based. 
 During 2007, Johnson & Johnson and the employees contributed a total of $379 
million, with Johnson & Johnson paying $317 million and the employees paying $62 
million. In 2006, the company paid $259 million and the employees paid $47 million, so 
there was an increase between 2006 and 2007.  
 The footnote to the financial statement specifies that the retirement plan assets are 





 At December 31, 2006, the company’s retirement plan is underfunded. On the 
balance sheet, there is an account for employee related obligations in the total current 
liabilities section, with the specifications for it in notes 5 and 13. The underfunded status 
continues into 2017 as well.  
Conclusion 
 Ultimately, pensions are a very technical accounting problem, but it can have 
serious implications in the economy if it is not handled properly. Defined benefit plans 
have the sponsoring company bearing more of the risk, while defined contribution plans 
have the employee bearing more of the risk. As such, defined contribution plans are 
becoming more prominent. 
 In defined benefit plans, the pension obligation is affected by service cost, interest 
cost, actuarial gains and losses, and benefits paid to retirees. The pension assets are 
affected by actual return on pension investments, company contributions to the plan, and 
benefits paid to retirees. There is always uncertainty with the pension plans because of 
the use of estimates and actuaries, but it is necessary to faithfully represent the pension 
asset or liability because of the influence the status of the plan can have.  
 Overall, the case solidified my technical knowledge in pension plans. I gained a 
better understanding of the pension worksheets and how the amounts can be reconciled. 
Also, I was better able to distinguish between the sponsoring company’s accounting and 
the separate pension entity’s accounting.  
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 Proper financial reporting is a vital part of a stable economy. Right now, the 
Financial Accounting Standards Board uses the balance sheet approach for financial 
reporting. In fact, many other international standard setters have converted to the balance 
sheet approach as well. Ilia Dishev, a professor at the University of Michigan, published 
his report, On the Balance Sheet-Model of Financial Reporting, to introduce the idea of 
switching to the income statement approach to accounting. Throughout the article, 
Dishev defends his statement and convinces readers of the technical advantages of the 
income statement approach. 
 Although such a switch would be a monumental undertaking, it is possible that 
the advantages of switching will outweigh the temporary disadvantages. This article 
changed my perspective of the quality of information in the financial statements and 
introduced the feasibility of using the income statement approach for standard-setting for 
financial reporting purposes. 
 This article introduces a large variable into the economy; switching financial 
reporting standards will have impacts throughout the world. These may include learning 
the value of new information, understanding how to interpret and then present such 
information, and the changing of job descriptions to account for the increase in 
responsibility. 
Summary 
 The Financial Accounting Standards Board employs the balance sheet-based 
model of financial reporting when setting standards. However, there is some conflict over 
how appropriate this method is based on emerging circumstances. Currently, the United 
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States’ Financial Accounting Standards Board (FASB) and the International Accounting 
Standards Board (IASB), the two prominent standard-setting entities, are considering new 
methods of accounting standard setting for financial reporting. Ilia Dichev’s article, On 
the Balance Sheet-Based Model of Financial Reporting, explores another possibility for 
standard setting entities to consider regarding their conceptual foundations of accounting 
reporting. Dichev argues that “the income-statement approach to accounting is the natural 
foundation for financial reporting for most firms” and that any other method results in 
faulty, possibly misrepresented, accounting interpretations (Dichev 3). The balance-sheet 
approach is arguably superior because it reflects the “essential features of the underlying 
business model”, the concept of income is “clearer and practically more useful than the 
concept of assets”, it leads to “improved usefulness of earnings”, and it uses less 
estimates, making it more representative of reality.  
 Before exploring the argument more in-depth, the author gives the history and 
background for the current method. Essentially, the balance sheet-based method of 
accounting places emphasis on proper reporting of assets and liabilities and uses those 
amounts to determine income statement values; in other words, the earnings are simply 
“the change in net assets over that period” (Dichev 4). On the other hand, the income-
statement approach depends on the accurate measurement of revenues and expenses 
through the use of the revenue recognition principle and the matching principle. For this 
method, balance sheet accounts are “mostly the residual” and assets and liabilities are 
“the cumulative effect of periodic accruals” (Dichev 4). Up until the mid-1970’s, the 
accounting profession adopted and utilized the income statement approach for financial 
reporting. When the Financial Accounting Standards Board superseded the Accounting 
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Principles Board, they launched widespread efforts to create a solid, practical conceptual 
framework; this was possible because, unlike the Accounting Principles Board, the 
Financial Accounting Standards Board was full-time and had more staff and resources 
available to study and perform theoretical research. When creating the conceptual 
framework for accounting, the board decided on the balance sheet approach as the 
“cornerstone of standard-setting and financial accounting in general” because they 
defined earnings as a change in value, with value being determined by the measurements 
of the assets and liabilities on the balance sheet. Throughout the decades, the FASB 
continues to solidify their selection of the balance sheet method by issuing Statements of 
Financial Accounting Standards. One such statement was the initiative to move to “fair 
value” accounting, which “affirms the primacy of market and market-type prices as the 
benchmark for value for company accounting” (Dichev 6-7). Because the United States’ 
accounting board is so prominent, the balance sheet approach rapidly spread worldwide; 
the IASB even entered into The Norwalk Agreement, which is representative of their 
commitment to following the Financial Accounting Standards Board’s example of 
adopting the balance sheet approach. To continue improving consistency and 
comparability, the two standard-setting entities are in the process of creating a single, 
unified conceptual reporting framework, the Conceptual Framework. However, the 
boards are concentrating on “ironing out existing inconsistencies within and across the 
two systems of financial reporting rather than on a deep review and re-thinking the entire 
existing conceptual foundation” (Dichev 8). After providing readers with background for 




 Dichev’s critique revolves around four main criticisms. The first critique is that 
the balance sheet approach is faulty because “it is at odds with how most businesses 
operate, create value, and are managed” (Dichev 10). Essentially, the author is 
insinuating that a business functions with the sole purpose of generating profit, not 
creating value from assets. Rather, assets are simply tools used to generate the revenues 
and support operations. Accounting can be defined as “a system of tracking wealth and 
the creation of wealth in an economic unit”, so the accounting practices need to reflect 
the main purpose of the firm (Dichev 11). To further prove his point, Dichev reminds 
readers of the budgeting process. Managers first estimate their revenues, then predict the 
costs necessary to back the revenue projection, and lastly, consider the underlying asset 
base needed to achieve these projections. Clearly, the main purpose of the firm is to 
generate a profit; in fact, the value of a firm comes from its ability to generate a profit.  
Therefore, to accurately account for the value of a firm, the accounting practices must 
reflect the value-creating process. Furthermore, the author considers the different impacts 
of operating activities versus financing activities and concludes that the balance sheet 
orientation seems appropriate for “financing types of assets and liabilities and the firms 
that hold them” but inappropriate for the “operating activities of most companies, which 
continually engage in the productive destruction of their assets, and where assets have 
little independent existence and therefore little independent and separable value” (Dichev 
14). However, the income statement approach naturally fits the value-creating processes 
of most companies, so the accounting practices should reflect this. 
 Next, Dichev states that “the concept of income provides a clearer and stronger 
foundation for financial reporting” because the balance sheet approach uses murky, 
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dependent definitions. For example, the standards require asset-oriented accounting, but 
proceed to define assets in terms of expected earnings. This can be seen throughout the 
balance sheet; equity is defined as net assets, or the residual of the assets and liabilities, 
revenues result from an increase in assets or a decrease in a liability, and, conversely, 
expenses are the result of a decrease in assets or an increase in a liability. Clearly, assets 
and income are intricately intertwined, because assets, whether tangible or intangible, are 
responsible for supporting the generation of income. The author states that “the FASB 
seems to suggest that the two concepts [of an asset and of income] can be divorced and 
one can be make primary and superior to the other”, which accentuates the murkiness of 
using the balance sheet approach (Dichev 15). Today, most assets, such as intangible 
assets, are not easily defined by their support in value-generating activities. Considering 
“intangible assets apparently account for the majority of firm assets”, defining the 
existence and valuation of intangible assets through a derivation process versus a 
fundamental process presents a “tremendous practical problem” (Dichev 16). 
 For his third argument, the author asserts that “balance sheet accounting is likely a 
major contributor to the substantial temporal decline in the forward-looking usefulness of 
earnings” (Dichev 16). The main purpose of financial reporting is to provide accurate, 
timely, and relevant financial information to present and potential investors, creditors, 
and lenders so that they can make capital decisions. Investors consider earnings as the 
most important attribute of a firm when making those decisions. However, investors want 
a company with good earnings, meaning it is “highly persistent and predictive of future 
earnings” (Dichev 17). Using the balance sheet approach of defining earnings as the 
change in net assets, investors might not be presented with the most accurate, relevant 
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information for their decision-making. The author reminds readers that the most extreme 
form of balance sheet accounting is “pure mark-to-market accounting, where every asset 
and liability is updated to market or fair value each period”; however, because market 
values can unpredictably change, “pure market value accounting implied earnings which 
are pure noise, with high volatility and zero persistence and predictability”, which 
decreases the value of the information to investors (Dichev 17). In fact, these effects of 
mark-to-market accounting are already being felt by users of the financial statements in 
making decisions, with earnings persistence falling and comparable earnings volatility 
more than doubling. Seeing as the major function of accounting is to provide accurate, 
timely, and relevant financial information, using the balance sheet method will result in 
an environment of distrust and usefulness around financial statements.  
 Lastly, Dichev’s final critique is that “there are substantial problems with 
applying the balance sheet-based model of accounting in practice” that decrease 
reliability and accuracy of the financial statements. Considering the purest form of the 
balance sheet approach, it can “create a feedback loop between financial markets and the 
real economy and may possibly lead to or exacerbate market bubbles” (Dichev 19). 
Dichev emphasizes the difference between real economic value and estimated, dependent 
value, which is what financial reporting is heading towards. To conclude this point, 
Dichev states that “accounting needs to reflect [the] real economy activities and provide 
inputs and independent checks on the valuation and trading process in financial markets” 
as to not confuse what is being measured or “[undermine] the independent check function 
of accounting” (Dichev 19).  
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 To close the article, the author suggests that the new model clearly define the 
difference between operating and financing activities and reflect that difference in the 
financial statements and place a renewed emphasis the matching revenues and expenses 
and revenue recognition to accurately reflect the economic process of the firm. Because 
the two boards are reevaluating the conceptual frameworks, now is the prime time for 
these changes to be enacted to save the future of financial reporting. 
Influence of Article 
 After learning the balance sheet approach for many years in school, considering a 
different, possibly better, way of financial reporting both intimidated and excited me. 
After reading this article, I changed my view on reporting standards and considered the 
implications such a change may have.  
 First, my perspective changed on the FASB; considering the relative newness of 
the board and the obvious influence and attention they received, I started to consider that 
perhaps the current accounting method was not as well thought-out as it could have been. 
Through the years, the Board has gained support, funding, and human capital to help 
enact their original decision to use the balance sheet method. At the relatively recent 
conception of the entity, the resources might not have been available to make a fully-
informed decision. However, because so many international entities began to conform to 
the United States’ accounting rules, it is possible that the Board felt the pressure to 
become cemented in this approach. Considering these factors, I began to reconsider my 
stance on their approach and consider the validity of possible alternatives. 
 Second, I reconsidered my reliance on information in the financial statements. 
After being taught that assets are probable future economic benefits obtained or 
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controlled by a particular entity as a result of past transactions or events, liabilities are 
probably future sacrifices of economic benefits arising from present obligations of a 
particular entity to transfer assets or provide services to other entities in the future as a 
result of past transactions or events, and equity as the residual interest in the assets of an 
entity that remains after deducting its liabilities, I understand why Dichev asserts that the 
income statement approach is more representative of the reality of a company; all of these 
definitions are a function of earnings. If the balance sheet defines everything in terms of 
income and earnings, then perhaps the income statement approach would make financial 
reporting more clear, accurate, and representative of the firm’s true economic and 
financial position. Seeing as the main purpose of a business is to turn a profit, or have 
more revenues than expenses, the income approach could better reflect the value flow and 
the business processes of the company.  This article altered the way I analyze and rely on 
information in the financial statements. 
 Lastly, the article forced me to consider if financial reporting is achieving its 
desired purpose. The objective of financial reporting is the foundation of the conceptual 
framework; it is to provide financial information about the reporting entity that is useful 
to present and potential investors, creditors, and lenders in making decisions about 
providing resources to the entity. As the balance sheet approach becomes more extreme, 
such as with fair value accounting, it might not be achieving the objective. Information is 
becoming less useful, more volatile, less dependable, and more uncertain. Using more 
estimates and relying on market changes to indicate value hurts the quality of 
information, which harms the users’ ability to make informed decisions. If the balance 
sheet approach harms the value of information to the point where it causes financial 
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statements to not be useful to users, financial reporting is not achieving its purpose and 
the reporting method should be reevaluated. 
 Overall, I do not think there is a perfect approach to financial reporting. The 
balance sheet method does have some validity and strength, but the income statement 
does as well. After reading the article, the income statement approach seems to be more 
appropriate for the way companies function today. An upheaval of the current regulations 
would be an enormous undertaking. However, it seems to be the perfect time to take on 
such a project, as the FASB and the IASB are coming together to create a new, cohesive 
global conceptual framework for financial reporting.  
Future Use of Information 
 If the method of financial reporting does switch from the balance sheet approach 
to the income statement approach, it will greatly impact the accounting profession. The 
first part of Dichev’s alternate or better conceptual framework stresses the “clear 
theoretical and practical distinction between operating and financing activities” (Dichev 
20). Operating assets, such as cash and property, plant, and equipment, are part of the 
regular, central, and ongoing activities of the company. These operating assets could be 
evaluated for realization; from an auditor’s perspective, you will be better able to 
evaluate the activities using the income statement approach if they are realizable, which 
operating activities’ assets are. Operating assets have limited value, such as an oil rig or 
an oil pipeline. Using the balance sheet approach, it would either be values using 
historical cost or fair value. The problem with fair value is that there must be a market or 
willing buyer to value it, which will be possible for operating assets. There are simply too 
many variables in play in determining a fair value for operating assets. For example, 
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having a willing buyer is good, but a truer fair value would expand this to having 
multiple willing buyers to properly determine the fair value or the location of the asset(s) 
or geography that places a higher value with a willing buyer if the asset is in close to the 
assets future use. On the other hand, financing activities include investments, securities, 
and even the realization of accounts receivable. These activities are separate and have 
value that is independent of the firm, which indicates more of a balance sheet approach. 
Essentially, market value lets you better evaluate the going concern of the entity. As an 
auditor, the ability to value as previously mentioned makes the auditor’s job easier when 
determining realizability and survivability of an entity, although that might change 
depending on the type of business and other economic factors.  
 Additionally, as part of an audit, the auditing firm must evaluate the feasibility of 
the company, or its ability to continue as a going concern. If an audit is completed and 
the auditors make an assessment that the company will likely continue operating in the 
future, but the company goes bankrupt during the following year, the effects could be 
detrimental for the auditors providing that the relevant conditions existed at the time of 
the assessment. As the author suggested, the standard setters should create a method that 
identifies between peripheral earnings versus earnings from central and ongoing 
operations. Dishev argues that “accounting will have to move away from the hallowed 
notion of a single “bottom-line”, a number that neatly summarizes the entire performance 
of the firm” (Dishev 20). If that does happen, the role of an auditor will shift, and they 
will become much more valuable to the clients. As an auditor, you can understand the 
income statement with many different, separated income figures and translate it to the 
firm or the board of directors, which makes auditors more valuable as an advisor of the 
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company. For example, if the income from operating activities is largely supported by 
financing activities, it might not look particularly good on a single bottom-line. However, 
if the new method Dishev suggests is in place, it can provide more in-depth information, 
such as if the financing activities are acting as a cushion, which is good, or if both the 
financing activities and operating activities are both declining, which would indicate that 
the company could be in trouble and needs to act quickly. 
 Lastly, the entire economy will shift because investors will have more useful 
information available for decision-making. For example, if the matching principle is 
reemphasized, investors can get a truer sense of what it takes to generate the revenues; as 
such, investors have a better idea of the stability of the company. As mentioned before, 
the fundamentals of the income statement lean towards providing better information for 
investors in general. Any kind of investor or consultant will be faced with the task of 
interpreting larger amounts of more complex financial information. If the emphasis of 
placed on the revenue, expenses, business process, and actual value created, the financial 
statement will better achieve their goal of providing accurate, timely, and relevant 
information for capital decisions. 
 Overall, the differences between the balance sheet approach, income statement 
approach, or some sort of combination will result in a difference in the amount and 
quality of information; it will change how users analyze companies’ financial positions. It 
will also change the roles of certain interested parties, such as auditors, investment 






 In conclusion, there is not a perfect approach to standard-setting for financial 
reporting. Each method has its own advantages and disadvantages. Dishev explores some 
of the advantages of the income statement approach, such as being better related to how 
businesses create value, creating a more distinct and compelling foundation for financial 
reporting, better forward-looking usefulness of earnings, and being a better representation 
of financial reality. As the FASB and the IASB are currently convening to create a 
coherent set of financial reporting conceptual guidelines, it presents the perfect 
opportunity for the two entities to reevaluate the current guidelines and consider if 
changing to the income statement approach will help financial reports be more accurate 
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 Generally accepted accounting principles are used in financial reporting for 
consistency and comparability. It makes the information more valuable to the users. 
However, non-GAAP performance measures are sometimes used to provide investors 
with a better earnings number that is more representative of future earnings. Non-GAAP 
financial performance measures represent a company’s financial position, with the 
exclusion of items from or inclusion of items not from the GAAP financial performance 
measure. Such items include stock compensation, restructuring charges, asset impairment 
charges, and merger and acquisition expenses. When companies wish to disclose non-
GAAP financial measures, they must also provide the equivalent GAAP financial 
measure with an accompanying schedule that reconciles the two amounts. Google 
excluded five items from their non-GAAP performance measure, and detailed the 
eliminations in the related schedule. Some believe that non-GAAP measures provide 
better insight into a company’s operations and continuing financial position, while others 
believe that it decreases comparability.  
 This case asks students to analyze Google’s use of non-GAAP financial reporting 
measures and related disclosures, financial performance, and related stock trends. I 
learned about when and why non-GAAP reporting figures can be used. Also, I developed 
skills to make connections and understand the relationship between financial state, stock 
price, and the market’s reaction. Additionally, there are some non-financial measures that 





Non-GAAP Reconciliation Analysis 
 The press release includes information about the non-GAAP financial measures 
for the fourth quarter of 2013. The given information shows that actions to eliminate 
stock-based compensation expense, eliminate restructuring and related charges, eliminate 
the income tax effects related to the two aforementioned expenses, and eliminate net loss 
from discontinued operations are responsible for the difference between GAAP net 
income and the non-GAAP equivalent.  
 These adjustments are appropriate, because the company is trying to provide users 
of the financial statements with the most useful information to make decisions. The 
adjusted items are infrequent and unusual; the likelihood that they happen each year, or 
on a regular basis, is very slim. Essentially, the company is trying to provide users with a 
number that can be used to make predictions. By eliminating items that are discrete and 
infrequent, Google is presenting investors with an earnings number that is more 
representative of continuing, central earnings. The information on earnings that are 
expected to continue into the future is incredibly valuable to investors, creditors, and 
lenders when making financial decisions. However, GAAP is designed to be consistent 
and builds comparability between entities. When you have non-GAAP disclosures, it eats 
away at the comparability between companies. The company chose to offer stock options, 
chose to restructure, and chose to discontinue operations. Therefore, it also makes sense 
that those items should not be adjusted to maintain comparability. 
Stock Market Charts Analysis 
 For 2013, Google’s stock price increased from $707 to $1,120 per share, while 
their net income increased from $10,737 million to $12,920 million. This makes sense 
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because as the company’s earnings increase, it becomes more valuable. Therefore, the 
stock price will increase. 
 Google’s stock price performance was an increase from $707 to $1,120 during 
2013. The NASDAQ index was very similar to Google’s stock price up until November, 
when Google’s stock price skyrocketed. In general, Google and the NASDAQ index 
followed the same increasing and decreasing trends at any given time.  
 Based on the stock market chart, the market perceived the earnings news in 
Google’s press release from January 30, 2014 to be good news. The earnings increased, 
and the investors got a larger return than expected. Google’s stock price ends much 
higher than the NASDAQ index average.  
Reported Profits Article Analysis 
 According to the article, Google’s fourth quarter revenues were $16.9 million 
instead of the $16.8 million that analysts projected. The adjusted earnings per share were 
short of the analysts’ predictions. Overall, investors were happy, so the share price leapt 
at about a 4% increase in after-hours trading, but finished up 2.6%; it is consistent with 
the increase in earnings.  
 The article also discusses other factors that may contribute to the market’s 
positive reaction to the earnings press release. Such factors include reports on 
advertisement success, increase in investments, and new investments. For example, 
Google’s advertisements have been very successful, with overall revenues per click 
increasing. Additionally, the GooglePlay and advertisers’ increase also excited investors. 
Lastly, Google continues to invest heavily in new markets. For example, the company 
invested heavily in YouTube. Also, Google continued to hire more employees, which is a 
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good sign to investors. These items are a few of the things that can contribute to the 
market’s positive reaction to the earnings press release.  
Conclusion 
 Ultimately, Google’s non-GAAP measure, which differs from the GAAP earnings 
due to stock compensation, restructuring, related income tax expenses, and net loss from 
discontinued operations, is well disclosed. While it does enhance the ability to predict 
future earnings and cash flows, it decreases comparability. Additionally, Google’s 
financial performance is reflected through the stock price. However, there are many 
factors that can affect stock price, including non-financial factors.  
 Ultimately, financial reports should help users make the best decisions about 
capital. Perhaps providing both GAAP and non-GAAP measures can help in the decision-
making process. Many factors go into the financial reporting process, but all factors 
should help present and potential investors, creditors, and lenders make capital decisions 
by using useful, financial information. 
